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Objects of the Society 


“To cultivate, promote and disseminate knowledge and 
information concerning accountancy and subjects re- 
lated thereto ; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants ; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public ; to protect the interests of its members and of the 
general public with respect to the practice of account- 
ancy ; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America ; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members ; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects; 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation. 
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CURRENT EVENTS 











Calendar of Events 
June 15—Regular meeting of the 
Board of Directors. 
June 23-24-25 — Sixth Regional 
Chapter Conference, Holl’s Inn, 
Fourth Lake, Inlet, N. Y. 





October 23 — Seventeenth Annual 
Fall Conference—Subject: To be 
announced later — _ Location: 


Waldorf-Astoria Hotel, Lexing- 
ton Avenue and 49th Street, New 
York City. 
Society and Board Meetings for the 
Ensuing Year 
The dates for the meetings of the 


Society have been selected and are 
as follows: 





Monday—October 23, 1939 
Monday—November 20, 1939 
Tuesday—November 21, 1939 
Monday—December 11, 1939 
Monday—January 8, 1940 
Monday—March 18, 1940 
Monday—April 8, 1940 
Monday—May 13, 1940 


The meetings of the Society sched- 
uled for Monday and Tuesday, No- 
vember 20th and 21st will be devoted 
to State and Federal Taxation. 

The following are dates tentatively 
set for regular meetings of the Board 
of Directors: 

October 19, 1939 
November 16, 1939 
December 7, 1939 
January 4, 1940 
March 14, 1940 
April 4, 1940 

May 9, 1940 





Sixth Annual Regional Chapter 
Conference 

As previously announced, the Sixth 
Annual Regional Conference will be 
held at Holl’s Inn, Fourth Lake, 
Inlet, New York, June 23, 24 and 25. 
This is at the same location as last 
year’s Conference and is again se- 
lected as offering facilities necessary 
for a successful meeting. 

An interesting program has been 
arranged by the committee in charge 
and will consist of four technical ses- 
sions, the first starting on Friday 
afternoon with a round-table dis- 
cussion on “Examination of Inven- 
tory and Receivables”; Friday even- 
ing the subject will be “Accountants’ 
Partnerships” and will be presented 
by members of the Syracuse Chap- 
ter’s Committee on Professional 
Practice. A talk on the “Account- 
ants’ Liability Insurance” by Richard 
T. Wood, of the American Surety 
Company, will also be presented. 

On Saturday afternoon another 
round-table discussion consisting of 
the two following subjects will be 
presented: Part I, “Form of Audit- 
or’s Report”, Part II, “Appointment 
of Auditors”. 

On Saturday evening, following 
dinner at the Inn, Mr. Milton E. 
Loomis, Associate Commissioner for 
Higher Education of the State of 
New York, will speak on a subject 
to be announced later. 


Entertainment Features 

The entertainment features of the 
program will start Friday morning 
with informal sports. On Saturday 
morning competition for the several 
golf and tennis trophies will take 
place. Informal entertainment will 
consist of boat rides, ping-pong, cro- 
quet, shuffleboard, canoeing, horse- 
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shoe pitching, bridge, fishing, rid- 
ing and hiking. 

Entertainment for the ladies in at- 
tendance is being arranged by the 
committee and will consist of a trip 
to the famous Blue Mountain House, 
a boat ride through the Fulton Lakes, 
tea, bridge and other games, with 
prizes for the lucky and the skillful. 

Details regarding railroad sched- 
ules, motor routes and other features 
pertaining to this Conference may be 
secured by calling or writing the 
office of the Society. 

Reservations received to date in- 
dicate that this will be the most 
popular Conference held by the So- 
ciety. All reservations must be made 
through the office of the Society. 





Sixth Annual Outing Successful 

The Society’s Annual Outing and 
Tournament, held on June 2nd at the 
Westchester Country Club, Rye, 
New York, was well attended and an 
enjoyable time was had by those 
present. 

An attractive program consisting of 
golf, tennis, bridge and other entertain- 
ment was enjoyed by the members. 

Prizes for golf were won by the 
following: 

Walter A. Staub Cup by Archie F. 
Reeve with a low gross score of 84. 
The Lafrentz Trophy was won for 
the second year by Robert F. Smart 
with a low net score of 72. Other 
winners were Gordon M. Hill, Walter 
V. D. Bayer, Prior Sinclair, Carol 
Fairbanks Hall, John W. Boulter, 
Harold B. Simpson, J. Arthur Mar- 
vin, Samuel J. Broad, Harold J. 


Beairsto, A. S. Wheelock and 
Thomas W. Brown. 
Armand J. Bruneau won the 


Leidesdorf Tennis Trophy for the 
second time. 

Door prizes at the dinner were won 
by Archie F. Reeve, Ernest B. Cobb 
and Joseph Getz. 

Over fifty members and guests 
stayed for dinner and the prizes were 
presented at the dinner. 


Extensions of Auditing Procedure 

The New York State Society of 
Certified Public Accountants at a 
special meeting in the Hotel Commo- 
dore Monday, May 22, 1939, adopted 
a report presented by its special 
committee on auditing practice and 
procedure. The report summarized 
the results of special studies into 
proposed extensions of procedures 
begun in January by the Soci- 
ety’s committee in collaboration with 
a similar group of the American 
Institute of Accountants. 

Action of the Society’s member- 
ship brought the Society’s official 
action with respect to extensions of 
procedure into identical agreement 
with that of the American Institute 
of Accountants, as reflected in the 
report of its special committee on 
auditing procedure adopted by the 
Council of the Institute on May 9, 
1939. The two reports represent 
fulfillment of the promise of both 
organizations to undertake special 
studies following wide public discus- 
sion of accounting and auditing factors 
involved in the Coster-Musica case. 

A copy of the adopted report has 
been sent to all members and addi- 
tional copies may be had at the 
office of the Society at ten cents per 
copy. Special rate of five cents per 
copy in quantities of 25 or more. 

Notable among the features of 
the report adopted is a disavowal on 
behalf of independent certified pub- 
lic accountants of any responsibility 
aS appraisers, valuers or experts in 
materials. The report also reaffirms 
resolutions on the subject of inven- 
tories adopted by the Society in 1932 
and amended, with respect to minor 
matters, in 1934. 

Inventories, accounts receivable, 
a revision of the standard short form 
of auditor’s report, internal control, 
methods of selecting independent 
auditors and the natural fiscal year 
are among the subjects treated in 
the report adopted. 
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In connection with inventories, 
the report states in part: 

“The added steps that may well 
be taken to give greater assurance 
with regard to inventory quantities 
will vary in different circumstances 
but, however extensive these may 
be, the training and experience 
of an independent certified public 
accountant do not qualify him as a 
general appraiser, valuer, or expert 
in materials. The public should 
understand that, while he can take 
steps to warrant the expression of 
his opinion as an accountant that 
stated quantities of merchandise are 
actually on hand, such procedure 
does not invest his opinion with a 
degree of authority which he does 
not claim for it, or impose upon him 
a measure of responsibility which 
the nature of his work does not 
justify. 

“Your committee believes that 
corroboration of inventory quanti- 
ties by physical tests should be 
accepted as normal audit procedure. 
The manner and extent thereof will 
necessarily vary with the circum- 
stances, because the independent 
auditor is justified in giving consid- 
eration to the effectiveness of the 
internal check and control as applied 
to book records and to the procedure 
of taking physical inventories. 

“In cases where the inventory is 
determined solely by means of a 
physical count at the end of the ac- 
counting period it will be necessary 
for the test-checks of quantities to 
be made at that time. In some cases 
it may be practicable and satisfac- 
tory for the independent auditor to 
be present at the time of taking the 
inventory to see that a method, care- 
fully thought out and established, 
and providing adequate internal 
check and control, is in fact being 
followed. Another plan which 
would be satisfactory where the 
circumstances permitted would be 
for the auditor to encourage through- 
out the year the continuous taking 


and checking of parts of the inven- 
tories against stock records, or other 
book records, by employees inde- 
pendent of the stock-keeping depart- 
ments, and for the auditor to exam- 
ine in whole or in part the reports 
on these partial checks and to parti- 
cipate in some of them.” 

With respect to confirmation of 
accounts receivable by direct com- 
munication with the debtor, the com- 
mittee report says: 

“(a) That hereafter, in cases 
where the aggregate amount of notes 
and accounts receivable represents 
a significant proportion of the cur- 
rent assets or of the total assets of a 
concern, confirmation of notes and 
accounts receivable by direct com- 
munication with the debtors shall be 
regarded as normal audit procedure 
in the examination of the accounts 
of a concern whose financial state- 
ments are accompanied by an inde- 
pendent certified public accountant’s 
report; and that the method, extent, 
and time of obtaining such confirma- 
tions in each engagement, and 
whether of all receivables or a part 
thereof, be determined by the in- 
dependent certified public account- 
ant as in other phases ot procedure 
requiring the exercise of his judg- 
ment; and 

“(b) That hereafter, where the in- 
dependent certified public account- 
ant, for any reason, has not made 
such confirmation, he shall make 
suitable explanation or exception in 
his report.” 

The section of the report dealing 
with the short form of auditor’s re- 
port, sometimes described as a cer- 
tificate, says in part: 

“Developments during the five 
years in which the standard form of 
report has been used indicate the 
need of revision in the interest of 
clarity” and adds that major changes 
indicated in the report “pertain to 
the description of the scope of the 
examination, specifically to include 
reference to the system of internal 
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control. The phrase ‘obtained in- 
formation and explanations from 
officers and employees of the com- 
pany’ has been omitted because it is 
inherent in all auditing procedure to 
obtain information and explanations 
from officers and employees concern- 
ing the accounts, either as supple- 
menting information obtained from 
other sources or as constituting the 
only available information on the 
subject. In the latter case, the audi- 
tor must decide, in view of all the 
circumstances, whether he should 
rely upon such information without 
disclosure of the source. The phrase 
in question has led to serious mis- 
conception as to the degree of reli- 
ance on such information and ex- 
planations. The statement ‘but we 
did not make a detailed audit of the 
transactions’ has been omitted from 
the revised form. It will be recalled 
that this clause was included in the 
standard form of 1934, in order to 
make clear that the auditor’s usual 
procedure consisted of testing and 
sampling rather than a detailed audit. 
It is believed that the business and 
financial public now fully under- 
stand that, in a well organized con- 
cern, the detection of irregularities 
is primarily a matter of internal pro- 
cedure, and that testing and samp- 
ling, to determine whether such pro- 
cedure is adequate in scope and 
effective in operation, is the usual 
practice of the independent auditor. 
The negative statement disclaiming 
a detailed audit may, therefore, well 
be omitted. There has also been ex- 
cluded the phrase ‘based upon such 
examination,’ as it is obvious that 
the independent certified public ac- 
countant can express an opinion only 
after he has completed the work set 
forth in the first paragraph of the 
report. 

“The revised short form of report 
consists of two paragraphs. The first 
contains a brief statement of the 
scope of the examination, and the 
second deals with the auditor’s opin- 


ion on the financial statements of the 
client as a result of his examination. 

“In considering the independent 
certified public accountant’s opinion 
the reader should bear in mind one 
of the most important underlying 
concepts of financial statements, viz., 
that normally many of the assets of 
a concern are not realizable in cash 
but are commonly stated at their his- 
torical cost or going-concern basis as 
figures which are usually greater 
than the realizable value in forced 
liquidation. Again, the true profit or 
loss of a concern can be determined 
with accuracy only over its entire 
existence. Therefore, in any attempt 
to allocate to specific periods profit 
or loss applicable thereto, it must be 
recognized among other considera- 
tions that, as many transactions are 
not fully completed within such peri- 
ods, the result as shown must con- 
tain many estimates and approxima- 
tions in the endeavor to present 
fairly the operating results of a 
period.” 

In connection with the short form 
report, the committee report ac- 
cepted at last night’s meeting also 
says: 

“It is contemplated that, before 
signing a report of the short-form 
type suggested, the independent 
certified public accountant will be 
satisfied that his examination is in 
conformity with the procedures and 
practices outlined in ‘Examination of 
Financial Statements’, a bulletin 
published by the American Institute 
of Accountants in January, 1936, or 
in any subsequent revision thereof 
accepted as a guide by the members 
of the New York State Society of 
Certified Public Accountants.” 

With respect to appointment of 
independent certified public account- 
ants by clients, the special committee 
on auditing practice and procedure 
has this to say: 

“Apart from the specific phases of 
auditing procedure which have been 
the subject of consideration, your 
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committee is of the opinion that the 
method of appointment of the inde- 
pendent auditor and his status in re- 
lation to the client are subjects of 
great importance to stockholders and 
creditors. 

“Your committee suggests that 
the independent auditor should be 
engaged or nominated by the board 
of directors. 

“Some prominent corporations 
have adopted practice of having the 
independent auditor elected annu- 
ally by the stockholders. Other 
corporations have provided that the 
stockholders be given an opportun- 
ity to ratify the selection made by 
the directors. 

“Your committee believes that the 
auditor should be appointed early in 
each fiscal year, so that he may carry 
out part of his work during the 
year.” 

In advocating use of the natural 
business year as a basis for the keep- 
ing of the accounts and preparation 
of statements of companies, the com- 
mittee report states: 

“So many corporations close their 
books upon a calendar year basis that 
your committee doubts whether the 
profession as at present organized 
can undertake to make physical test- 
checks adequately and satisfactorily 
on the last day of each year. Many 
corporations do not have adequate 


perpetual inventory records and 
greater use of them should be encour- 
aged. 


“The extension of procedures re- 
garding inventories would be greatly 
facilitated if each concern adopted 
its natural business year instead of 
the calendar year as its fiscal year, 
and introduced continuous well kept 
perpetual inventory records”. 

Discussing the relation of the in- 
dependent auditor to the financial 
statement of his client, the report 
says: 

“It should be borne in mind that 
the financial statements, with all 
supplemental descriptive and ex- 


planatory data, including footnotes, 
are regarded as representations of 
the client. It is upon all these repre- 
sentations that the independent cer- 
tified public accountant renders his 
opinion. If he considers explanations 
essential or desirable, and they have 
not been made in the financial state- 
ments, it will be necessary for him to 
make such explanations in a separ- 
ate paragraph of his report.” 


Information Received Regarding 
Social Security Forms 

The following is taken from a letter 
from Geo. J. Schoeneman, Deputy 
Commissioner of Internal Revenue, 
and which was received by Joseph 
Getz, who served as Chairman of the 
Society’s Committee on Social Secur- 
ity, in response to a communication 
sent by him some time ago describ- 
ing the difficulties encountered from 
time to time by members in obtain- 
ing the necessary supplies of blank 
social security tax and information 
forms from the offices of Collectors 
of Internal Revenue. This informa- 
tion was furnished to Mr. Schoene- 
man by a field representative of the 
3ureau in New York City after he 
had requested that an investigation 
of the situation be made. 

“This office is in receipt of the field 
representative’s report which states 
that the following procedure has 
been adopted and followed in the 
metropolitan New York Collectors’ 
offices: 


1. Blank forms, processed by ad- 
dressograph machine, are mailed to 
all taxpayers of record in time to be 
received before the last day of the 
quarter for which the return is to be 


filed. 


2. No blank returns are issued 
under any circumstances to either 
taxpayers or accountants. 

3. In the case of new taxpayers, 


Forms SS 4 are obtained and plates 
made immediately. The returns are 
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processed and mailed to the taxpay- 
ers within 24 hours. 


4. Ifa taxpayer reports in writing 
on his own letterhead loss of the 
form, a duplicate return is prepared 
on the addressograph machine and 
mailed. 

“In commenting on the situation 
in the metropolitan New York area, 
the Bureau’s representative states 
that in many instances accountants 
do not cooperate with the Collectors’ 
offices in their efforts to maintain the 
procedure that all blank Forms SS-la 
which are prepared and filed must 
have the addressographed name, ad- 
dress and _ identification number. 
These accountants will prepare the 
returns on blank forms in their pos- 
session instead of using the ones sent 
to the taxpayer. Frequently, the 
name as written is illegible and in 
many instances the accountant will 
give the trade name instead of the 
name of the proprietor as is on 
record in the Collector’s addresso- 
graph plate file. In these cases, the 
identification numbers are not shown. 
In other cases where there are two 
or three partners, the order of the 
partners’ names will be changed. An 
effort was made to overcome this dif- 
ficulty by giving the accountants 
blank forms on which the names, 
addresses and identification numbers 
of their clients were typed. The ac- 
countants would then erase the 
names and addresses, substituting 
others, but leaving the identification 
numbers thereon. In other instances, 
in order to obtain a blank form in one 
district for a taxpayer having his 
place of business in another district, 
the accountant would give a fic- 
titious name and address in the dis- 
trict where request for the form was 
made. An addressograph plate would 
then be prepared and placed in the 
file and when the time arrived for 
checking returns against the plates, 
the taxpayer represented by this par- 
ticular plate would be shown as de- 


linquent, whereas he had actually 
filed his return in the district of his 
place of business. An unnecessary 
delinquency notice would be pre- 
pared and later an unnecessary in- 
vestigation made by a deputy col- 
lector. 

“The Bureau has now had over 
two years of experience in the secur- 
ing of returns and the collection of 
taxes under Title VIII of the Social 
Security Act and during this period 
much thought and effort has been 
made to perfect and improve the 
procedure. The installation of ad- 
dressograph equipment and the adop- 
tion of the plan of mailing out blank 
forms with the addressographed im- 
pression of the taxpayer’s correct 
name, address and_ identification 
number has done much to eliminate 
the difficulties experienced during 
the early stages of the social security 
work. The territory in and around 
New York City extends into the 
First, Second, Third and Fourteenth 
New York and the Fifth New Jersey 
Collection Districts. There are thou- 
sands of employers operating within 
this closely confined area, and move- 
ments of taxpayers from one district 
to another in this area are frequent 
occurrences. The situation in the 
metropolitan New York area, differ- 
ent as it is from any other part of the 
country, is such that the Bureau, 
based on the field representative’s 
recommendations, does not feel justi- 
fied in requesting the Collectors in 
the First, Second and Third New 
York Districts to deviate from the 
established procedure, as described 
above. 

“The comments contained herein 
with reference to the failure of some 
accountants to cooperate are not 
based on our experience with any 
particular group. The Bureau has no 
knowledge of whether they were cer- 
tified public accountants or not. It 
seems to be a custom in this Service 
to refer to attorneys, accountants, 
tax practitioners, etc., who prepare 
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returns for taxpayers as ‘account- 
ants’. The Bureau feels that the 
procedure in effect in the metropoli- 
tan New York offices is sufficiently 
elastic to permit accountants to ob- 
tain blank addressed forms with a 
minimum of delay when necessary 
for new or old clients. I feel sure 
you will appreciate the situation 
which necessitates adherence to the 
established procedure.” 


Eastern Four-States Conference 
Successful 


Round-table discussions led by 
well known members of the profes- 
sion of accountancy and an address 
on “Gearing Government to the 
Modern World” by United States 
Senator Joseph C. O’Mahoney were 
program features of the Eastern 
Four-States Accounting Conference 
held in Atlantic City on May 19 and 


20 last. The theme of the meeting 
was “Accounting in the Public 


Interest”. 

The conference was held by The 
New York State Society of Certified 
Public Accountants and the state 
accounting societies of New Jersey, 
Pennsylvania and Connecticut, with 
the cooperation of the American 
Institute of Accountants. John A. 
Conlin, C.P.A., president of the New 
Jersey Society, was general chair- 
man of the conference. 

Senator O’Mahoney spoke at the 
opening session on the morning of 
May 19. At the same session, Victor 
H. Stempf, C.P.A., president of The 
New York State Society, presented 
the conference keynote address, 
which was entitled “Our Theme 
Accounting in the Public Interest”. 
At the same session also, Orin O. 
Roundy, C.P.A., chairman of the 
plans committee for the conference, 
outlined the purposes of the meeting 
and John L. Carey, secretary of the 
American Institute, spoke briefly. 

At the first conference luncheon, 





held on May 19, the speaker was 
Willard Thorp, Special Assistant to 
the Secretary of Commerce, whose 
subject was “Basic Trends in Our 
Economic Development”. Harry 
Ness, C.P.A., president of the Penn- 
sylvania Institute of Certified Public 


Accountants, presided at _ the 
luncheon. 
With C. Whitford McDowell, 


chairman of Philadelphia chapter of 
the Pennsylvania Institute, presid- 
ing, an accounting clinic was held 
on the afternoon of May 19. The 
first clinic event was presentation of 
a paper on inventories by Maurice 
E. Peloubet, C.P.A., with P. W. R. 
Glover, C.P.A., acting as a discussion 
leader on the same subject. Then 
came a paper on accounts receivable, 
presented by Charles H. Towns, 
C.P.A., J. Arthur Marvin, C.P.A., 
and A. B. Cipriani, C.P.A., of Pitts- 
burgh, served as discussion leaders 
on the program with Mr. Towns. 
“The Accountant’s Report and 
Certificate” was the subject of a 
paper presented at the same clinic 
session by Samuel J. Broad, C.P.A., 
with William D. Cranstoun, C.P.A., 
and William H. Bell, C.P.A., acting 
as leaders in the discussion which 
followed presentation of the paper. 
A third accounting clinic event was 
the presentation of a paper on “An 
Accountant’s Responsibility to the 
Public” by J. William Hope, C.P.A., 
past president of the Connecticut 
Society of Certified Public Account- 
ants. Discussion following Mr. 
Hope’s paper was led by Charles F. 
Coates, C.P.A., of Hartford: Maurice 
E. Peloubet, C.P.A., and William F. 
Dobson, C.P.A., of Wilkes-Barre. 
There was another accounting 
clinic session on the morning of May 
20, with Dr. D. Walter Morton, 
C.P.A., chairman of Syracuse chap- 
ter of the New York State Society, 
in the chair. On this clinic session 
program were presentation of a paper 
on “Accounting Problems of Public 
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Utilities” by D. M. Livingston, 
C.P.A., of Philadelphia, with Will-A. 
Clader, C.P.A., of Philadelphia, and 
Henry A. Horne, C.P.A., of New 
York acting as commentators or dis- 
cussion leaders, and of a paper on 
“Problems and Procedure in Bank 
Auditing” by Chester Hoyt, C.P.A., 
of Newark. Commentators on the 
program with Mr. Hoyt were 
William H. West, C.P.A., of New 
York, past president of the American 
Institute, and Thomas N. Herreid, 
C.P.A., of Pittsburgh. 


A third subject presented at the 
clinic session was “Accounting 
Problems of Industrial Corpora- 
tions”. The principal paper was pre- 
sented by A. Karl Fischer, C.P.A., 
of Philadelphia. Commentators were 
Andrew Nelson, C.P.A., of New 
York, and Henry Knust, C.P.A., of 
Hartford. 

At the second conference lunch- 
eon, held on May 20, Henry H. 
Heimann, executive manager of the 
National Association of Credit Men, 
was the speaker. His subject was 
“Brakes or Break-up?”. J. William 
Hope, C.P.A., presided at the 
luncheon. 

The afternoon of May 20 was 
given over to a general conference 
session, at which the presiding 
officer was John K. Mathieson,C.P.A., 
a vice-president of the American 
Institute of Accountants. Maxwell 
E. McDowell, head of the tax de- 
partment of the Standard Oil Com- 
pany of New Jersey, presented a 
paper entitled “A Survey of Current 
Developments in Federal Taxation”. 
Discussion following Mr. McDo- 
well’s paper was led by Michael D. 
Bachrach, C.P.A., of Pittsburgh, and 
Francis P. Byerly, C.P.A., of New 
York. 

The next general session event was 
presentation of a paper on “Muni- 
cipal Accounting to Safeguard the 
Public Interest” by George P. Ellis, 
C.P.A., of Chicago. Discussion 


which followed was led by Walter 
R. Darby, Commissioner of Local 
Government of the State of New 
Jersey, and Ellsworth C. Palmer, 
C.P.A., of Pittsburgh. 

Two more general session events 
were presentation of papers on 
“Building and Loan Accounting in 
the Public Interest” by Frank S. 
Glendening, C.P.A., of Philadelphia, 
and on “The Natural Business Year 
—An Aid to Management”, by 
Charles E. Fernald, C.P.A., also of 
Philadelphia. Commentators on the 
program with Mr. Glendening were 
Douglass D. Besore, C.P.A., of 
Atlantic City, and James W. Hickey, 
C.P.A., of Hartford. William R. 
Donaldson, C.P.A., acted as leader 
of discussion following presentation 
of Mr. Fernald’s paper. 

A dinner brought the conference to 
a close on the evening of May 20. 
The speaker was Thomas Tarleau, 
Legislative Counsel of the United 
States Treasury Department. Intro- 
duced by General Chairman John A. 
Conlin, Mr. Tarleau spoke on the 
subject of “The Price of a Simplified 
Income Tax”. Following Mr. Tar- 
leau’s address, Victor H. Stempf, 
C.P.A., summarized the conference 
proceedings in an address entitled 
“What We Have Heard and Learned 
at This Conference”. 

The Eastern Four-States Account- 
ing Conference was the second in a 
series of regional meetings which 
was initiated last year by the state 
societies of eight states with the 
Mountain States Accounting Confer- 
ence in Salt Lake City. The third of 
the series, the Central States Ac- 
counting Conference, was held in Des 
Moines, Iowa, on June 1 and 2. The 
fourth of the series, the Middle At- 
lantic States Accounting Conference, 
is scheduled for June 16 and 17 in 
Richmond, Virginia. All of the con- 
ferences are being held with the co- 
operation of the American Institute. 
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Compiler Turns Critic 
E. Webster, 


300k recently 


Norman who com- 
piled the Ten-Year 
distributed to the members, has 
turned critic and has written as fol- 
lows to the Publications Committee 
of the Society: 

“Anyone who compiles an_his- 
torical record should expect that 
others will soon tell him of things he 
has mis-stated or more often of facts 
which he has omitted. But in this 
instance it is the compiler who has 
turned critic. 

“The Ten-Year Book on page 39 
notes that on March 19, 1902, the 
State Society listened to addresses 
given at a dinner, but the minutes 
contain nothing more except that an 
edition of 1500 copies of the ad- 
dresses were printed. 

“Recently it has been noted that 
the Business World for April, 1902 
on pages 172-174 reported this 
banquet at the Waldorf-Astoria, 
stating that about 75 members at- 
tended and that the guests included 
notable members of the bar and 
leaders in education, finance and 
commerce. As there reported the 
speakers and their subjects were as 
follows: 

Hon. W. W. Goodrich, Judge of 
the Supreme Court of New York, 
“The Accountant in Court’; 

Mr. Arthur Hale, Asst. General 
Manager, Baltimore & Ohio Rail- 
road, “The Relation of Railroad Ac- 
counting to Railroad Operations” ; 

Mr. James Russell Parsons, Jr., 
Secretary of the Board of Regents, 
“Development of Education and Ed- 
ucational Systems in the U. S.”; 

Chancellor Henry M. McCracken, 
DD, LLD., “The New York Uni- 
versity”: 

Col. Myron T. Herrick, President 
of American Bankers Association, 
“Financial Prosperity, Railways, 
Bonds, Etc.” ; 

Col. Walter S. Logan. 
Lawyer and the Accountant”; 


“The 


Professor Joseph French Johnson, 
“The Place of Accounting in Uni- 
versity Education” ; 

Dr. John L. N. Hunt, LL.D., Asst. 
Supt. of Board of Education of New 
York City, “Commercial Educa- 
tion”; 

President Charles 
acted as toastmaster. 

“The address of President Haskins 
was reported in full, but it was too 
long to be repeated here, especially 
as it is available in print in the Busi- 
ness World and in the pamphlet 
containing all the addresses if any 
copies have been preserved. 

“Of especial interest was the state- 
ment by Colonel Herrick that ‘in his 
opinion the time had arrived when 
all railway reports should be duly 
certified by a public accountant’. 

“Again the Ten-Year Book page 
39 reports the meeting on June 9, 
1902 at Castle’s Restaurant, Grant 
City, Staten Island, but the program 
was not shown. The Business World 
for July, 1902, pages 318-319, states 
that the arrangements were made by 
Francis How, Rudolph Holde, John 
B. Niven and Samuel D. Patterson 
and that the after-discussion was on 
the subject ‘Ethics of Accounting’. 

“These reports supplement the in- 
formation in the minutes, which were 
about all then available for the Ten- 
Year Book.” 


Haskins 


Ww. 


Columbia to Conduct Institute of 
Accountancy 


Columbia University is conducting 
an Institute of Accountancy to be 
held from July 10-14 inclusive, dur- 
ing the summer of 1939. The pur- 
pose of the Institute is to present. 
through the medium of lecture and 
discussion by leaders of the profes- 
sion, some of those questions which 
are claiming the consideration of the 
profession at the present time. Prob- 
ably never before in the history of 
the profession have fundamental ob- 

(Continued on Page 414, Column 1) 
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Chapters Elect Officers 
At the annual meeting of the 
Albany and Rochester Chapters 
held in May, 1939, and the Syracuse 
Chapter held in June, 1939, the fol- 
lowing officers were reelected: 


Albany 
William J. Nusbaum..... President 
John B. Cantwell....Vice President 
Eugene J. Steiner........Secretary 
irvine 1. Simon. «.. +555 Treasurer 
Rochester 
eer President 
Robert T. Morrow..Vice President 
James A. Jackson........Secretary 
Herman A. Miller....... Treasurer 


Syracuse 
D. Walter Morton....... President 
William H. Davis... Vice President 
Wendell N. Butler....Secretary- 
Treasurer 
The newly elected officers of the 
Buffalo Chapter appeared in the 
April issue of this publication. 





Williamson-Todd Accountancy Bill 

The Williamson-Todd Account- 
ancy Bill introduced in the Legisla- 
ture at the request of the Society 
was not reported out of the Finance 
Committee of the Senate or the Rules 
Committee of the Assembly before 
the Legislature adjourned on May 
20th and as a result no action was 
taken on the Bill. 





Columbia Conducts Accountancy 
Institute 
(Continued from Page 413, Column 2) 

jectives, techniques, and procedures 
been subjected to more searching 
scrutiny both by the public and by 
the profession itself. The Institute 
will attempt to present these ques- 
tions and to offer rational and prac- 
tical suggestions for their solution. 

Meetings of the Institute will be 
held only in the mornings, the after- 
noons being left free for recreation 
or other use. The sessions are sched- 
uled for a two-hour period from 


10:00 to 12:00 in Room 701 School 
of Business, located at the northeast 
corner of 116th Street and Broad- 
way on the Columbia campus. The 
first hour of each two-hour session 
will be devoted to the presentation 
of a formal lecture, the second hour 
being given over to a discussion 
period under the direction of a 
chairman. 

The program of the five sessions 
of the Institute follows: 

July 10, Subject: The Roots of Ac- 
counting Problems. 

Speaker: Mr. George O. May, of 
Price, Waterhouse & Co.; Vice 
Chairman of the Committee on 
Accounting Procedure of the 
American Institute of Account- 
ants. 

Chairman: Mr. Victor H. Stempf, 
of Touche, Niven & Co.; President 
of The New York State Society of 
Certified Public Accountants. 

July 11, Subject: Some Basic Con- 
siderations in Connection with 
Auditing Procedures. 

Speaker: Col. Arthur H. Carter, of 
Haskins & Sells; Past President 
of The New York State Society of 
Certified Public Accountants. 

Chairman: Mr. Samuel J. Broad, of 
Peat, Marwick, Mitchell & Co.; 
Member of Committee on Co- 
operation with the Securities and 
Exchange Commission of the 
American Institute of Account- 
ants. 


July 12, Subject: Auditing Pro- 


cedures for the Detection of 
Fraud. 
Speaker: Mr. Jacob S. Seidman, of 


Seidman & Seidman; Member of 
the Committee on Meetings of The 
New York State Society of Cer- 
tified Public Accountants. 

Chairman: Mr. Norman J. Lenhart, 
of Lybrand, Ross Bros. & Mont- 
gomery. 

July 13, Subject: Auditing Pro- 
cedures for Inventories. 
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Speaker: Mr. C. Oliver Wellington, 
of Scovell, Wellington & Co.; 
Member of Executive Committee 
of the Council of the American 
Institute of Accountants. 

Chairman: Mr. Warren W. Nissley, 
of Arthur Young & Co.; Member 
of the Committee on Accounting 
Procedure of the American Insti- 
tute of Accountants. 


July 14, Subject: The 
Effects of Taxation. 
Speaker: Mr. Walter A. Cooper, of 

Barrow, Wade, Guthrie & Co.; 
Vice Chairman of the Committee 
on Taxation of The New York 
State Society of Certified Public 

Accountants. 

Chairman: Dr. Joseph J. Klein, of 
Klein, Hinds & Finke; Past Presi- 
dent of The New York State 
Society of Certified Public Ac- 
countants. 


Economic 


A fee of five dollars will be charged 
for attendance on the sessions of the 
Institute. The fee for single sessions 
will be $1.25. 


Comprehensive Program of Tax 
Courses Offered at Summer 
Session of Practising Law 
Institute 


What is perhaps the most com- 
prehensive program of instruction in 
Federal income tax ever offered for 
practising accountants and lawyers 
will be presented this summer by the 
Practising Law Institute, a non- 
profit educational institution under 
provisional charter from the Board 
of Regents of the University of the 
State of New York. Courses of 
twenty hours each will be given on: 
Fundamentals of Income Tax; Tax 
Practice and Procedure; Current 
Problems in Taxation. 

The courses, which are intensely 
practical, will each meet for two 
hours daily from July 17 to July 28 
(except Saturdays and Sundays) in 


comfortable air conditioned quarters 
at the Hotel Astor, at Times Square 
in New York City. 

The course on Fundamentals of 
Income Tax (which meets from 9 
to 11 A.M.) begins with a general 
survey of the federal tax system, in 
which the income tax law is shown 
in relation to the laws dealing with 
gift taxes, inheritance taxes and 
other taxes. Then follows a discus- 
sion of typical tax problems and 
methods of minimizing taxes. 
Through the presentation of com- 
mon problems and the explanation 
of how to solve them, such matters 
as the meaning of gross and net in- 
come for tax purposes, methods of 
accounting, computation of income 
and tax are explained. Items which 
may be deducted from gross income, 
net income, or from the tax itself are 
illustrated. Income taxes on corpo- 
rations, capital stock and excess 
profits taxes are discussed; and 
methods of minimizing such taxes 
are explained. The course is given 
by George G. Blattmachr of the 
New York bar, who is a contributor 
to Montgomery’s “Federal Income 
Tax Handbook” and “Federal Tax- 
es on Estates, Trusts and Gifts”. 

Practice and procedure in income 
tax matters is studied in detail in a 
course given by Howe P. Cochran, 
a member of the District of Columbia 
bar and author of “Scientific Tax 
Reduction”. The practical technique 
to be employed by the tax practi- 
tioner in the various phases of typi- 
cal cases before revenue agents, the 
Technical Staff, the Tax Unit, the 
Collector’s Office, the chief counsel’s 
office, and the Board of Tax Appeals 
are explained. Methods of effecting 
settlements, claims for refunds and 
credits, deficiency letters and ques- 
tions of estoppel are some of the 
other matters which are discussed. 
The course is designed to make ac- 
countants and lawyers familiar with 
practical tax practice and procedure. 
It meets from 11 A.M. to 1 P.M., fol- 
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lowing the course on Fundamentals 
of Income Tax. 

The Current Problems in Taxation 
course consists of a series of ten lec- 
tures, each dealing with problems in 
a particular field in intensive fashion ; 
and meets from 8 to 10 in the evening. 
Subjects to be covered are Trust 
Problems, Reorganization Problems, 
Partnership Problems, Corporate 
Liquidations, Corporate Dividends 
(“Earnings or Profits”), Assign- 
ments of Corpus and Income, Section 
820 of the Revenue Act, Section 102 
and Personal Holding Companies, 
Indebtedness Problems, and What’s 
Coming in Tax Legislation and Pro- 
cedure. The lecturers will include 
such authorities as George Cleary, 
Chairman of the Committee on Taxa- 


tion of the New York City Bar 
Association; Hugh Satterlee, Chair- 
man of the Committee on Taxation of 
the New York County Lawyers’ 
Association; Valentine B. Havens, 
lecturer on Taxation at Brooklyn 
Law School; Harry J. Rudick, lec- 
turer on Taxation at New York Uni- 
versity Law School; Maxwell E. 
McDowell, lecturer on Taxation at 
Columbia ; Stanley S. Surrey, Assist- 
ant Legislative Counsel, U. S. Treas- 
ury Department; Norris Darrell, 
Ferdinand Tannenbaum, and Weston 
Vernon, Jr. 

Further information about these 
courses may be obtained from the 
Practising Law Institute, 150 Broad- 
way, New York City. 








Applications for Membership 








To the Members: 


HE Committee on Admission examines applications for membership 
with care in an attempt to ascertain through the membership their 
knowledge of unprofessional conduct or of unethical practices on the part 


of the applicant. 


The proper functioning of the Committee depends primarily on the 





vigilance of all the members in protecting their own common interest in 
matters relating to accountancy, and by reporting cases wherein the appli- 
cant has been charged with unprofessional conduct. Thus, all the members 
contribute through their influence and cooperation to the upbuilding of 
those standards which we endeavor to sponsor. 

Applications for admission to membership, for associate membership 
and for advancement from associate membership to membership in the 
Society have been received from the persons listed below and have been 
referred to the Committee en Admission for action. 

Frederick Willcox Earnhardt, 56 Pine 

Street, 

With Price, Waterhouse & Co. 
William Fenimore Edwards, 

270 Broadway, 

With Home Owners Loan Corporation. 


Samuel S. Epstein, 202 West 40th Street. 


Henry L. Fleischman, 285 Madison 
Avenue, 


With Adolph & Henry Bloch. 
Felix Gilbert Langer, 1 Wall Street. 
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Frank Martin Budik, 56 Pine Street, 

With Price, Waterhouse & Co. 
James J. Cook, 56 Pine Street, 

With Price, Waterhouse & Co. 
Richard Henry Crook, 1530 Chestnut 

Street, Philadelphia, Pa., 

Of Turner, Crook and Zebley. 
William Edmund Davies, 80 Broad Street, 

With Clarke, Oakes & Greenwood. 
Joseph T. A. Dillon, 56 Pine Street, 

With Price, Waterhouse & Co. 
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Samuel A. Moglin, 55 West 42nd Street, 
Of Simon, Moglin & Silverman. 
H. Murray Morrison, 130 West 42nd 
Street, 
Of Morrison & Schlissel. 
Frank G. Mullahey, 80 Maiden Lane, 
With Touche, Niven & Co. 
Ian W. Petersen, 101 Park Avenue, 
Of Owen Petersen & Co. 
Alvan Bertrand Richardson, 67 Broad 
Street, 
With Haskins & Sells. 

Samuel Schlissel, 130 West 42nd Street, 
Of Morrison & Schlissel. 
Royal Church Thurston, Jr., 

Street, 
With Price, Waterhouse & Co. 
John Phelps Williams, 56 Pine Street, 
With Price, Waterhouse & Co. 


56 Pine 


Associate Membership 
William J. Haller, 411 S. A. & K. Bldg, 
Syracuse, 
With T. Frank Dolan, Jr. 
Charles Theodore Hereford, 90 Broad 
Street, 
With Lybrand, Ross Bros. & Montgomery. 
Norbit W. Kempen, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
John C. Meyers, 100 East 42nd Street, 
With Commercial Credit Corp. 
Kallman Nashner, 56 Pine Street, 
With Price, Waterhouse & Co. 
Joseph Robert Reilly, 61 Broadway, 
With American Metal Co., Ltd. 
Joseph V. Serota, 521 Fifth Avenue, 
With Norman Nathan Associates. 
William Shannon, 80 Broad Street, 
With Miller, Donaldson and Company. 
Everett O. von Stein, 90 Broad Street, 
With Lybrand, Ross Bros. & Montgomery. 


Advancement from Associate Membership 
to Membership 


Eugene T. Ageno, 80 Maiden Lane, 
With Touche, Niven & Co. 


June 22, 1939. 


Camillo D’Agostino, 21 West Street, 
With Leslie, Banks & Company. 
Joseph Eiger, 245 Fifth Avenue. 
Thomas A. Feeley, 55-25 3lst Avenue, 
Woodside, L. I. 
Thomas H. Hanley, 366 Madison Avenue, 
With F. R. Tripler & Co. 
George O. Kahkonen, 90 Broad Street, 
With Beard & Abney. 
Sam Levy, 150 Nassau Street, 
Of Steinberg & Levy. 
Joseph L. Mehr, 60 East 42nd Street. 
Walter Scott Neustadter, 56 Pine Street, 
With Price, Waterhouse & Co. 
Samuel Bernard Ratoff, 55 West 42nd 
Street. 
Morris Rauch, 105 West 40th Street. 
Ralph Rosenblatt, 321 West 44th Street. 
Oscar Schwarz, 540 Martense Avenue, 
Teaneck, N. J. 
Jacob Simon, 1133 Broadway. 
Albert Birtcell Slacum, 70 Pine Street, 
Electric Advisers, Inc. 
Oscar Unger, 1440 Broadway, 
With Freedman & Freedman. 
Morris Zigman, 509 Fifth Avenue. 


The prominent public position oc- 
cupied by the Society makes it im- 
perative that you examine the list 
closely. If no communication is re- 
ceived from you to the contrary, it 
will be assumed that you know of no 
reason why the individuals listed 
above should not be admitted or 
advanced. 


Very truly yours, 
G. CHARLES HURDMAN, 
Secretary. 














An Accountant’s Responsibility to the Public 
By J. Witt1am Hope, C.P.A. 


M*. subject is “An Accountant’s 
Responsibility to the Public’, 
but at the moment I am more im- 
pressed with the weight of my own 
responsibility in assuming the analy- 
sis of a topic which is presently en- 
gaging the minds of this country’s 
outstanding investigators. 

Our responsibilities come to us as 
part of our lives. They can not be 
avoided. The only question that 
exists concerning them is how far 
they extend. 

Back in the dim past, when this 
troubled world of ours was in its 
beginning, Cain asked: “Am I my 
brother’s keeper?” And throughout 
the ages society has answered: 
“You are, for he has placed his trust 
in you.” 

It is recognized that, inasmuch as 
we are not alone in the world, many 
of the things we do may vitally 
affect the lives and actions of others. 

If the management of this hotel is 
so careless as to allow that ceiling 
to become weakened to the point 
where it crashes on us; if the driver 
of a car outside in the street con- 
tinues unheedingly through a red 
light and runs you down; it you get 
a pain from listening to these talks 
here and, through ignorance, the 
druggist mixes poison into the pal- 
liative you seek from him; or if, in 
numerous similar instances I might 
cite, anyone causes loss or injury to 
person or property by malice, care- 
lessness or ignorance, we hold him 
responsible. 

We have taken many precautions 
to protect ourselves against the 
dangers that surround us on all sides 
in our daily activities. 

Public participation in business 
has likewise demanded some au- 
thoritative method of reporting on 





business operations, which will be 
free from the personal interests of 
those who conduct them. It is to 
this need for independent, unpreju- 
diced reports that we public ac- 
countants owe our existence as an 
integral part of the business world. 
It follows, then, if we are to really 
serve our purpose and meet our re- 
sponsibilities, our reports should be 
the completely satisfying portrayals 
of facts which are expected of us. 

Personal convenience can never 
be the measure of our responsibility 
to those who place their trusts in us. 
It is the fact that we hold ourselves 
out as professional practitioners, 
capable of providing a necessary 
public service, and the consequent 
public acceptance of our reliability 
and independence, which forces us 
to recognize moral obligations ex- 
tending far beyond our actual legal 
liabilities. 

We may feel that the public has 
carelessly disregarded its responsi- 
bility in failing to definitely provide 
for the form and substance of the 
accounting reports in which it 
places so much of its trust. We 
may have good reason to think, in- 
asmuch as the control over the en- 
gaging of accountants and the deci- 
sion as to the scope of the work has 
been left in the hands of the officials 
whose accounts are to be audited or 
examined, that we have no obliga- 
tions to anyone else. But if we be- 
come aware that there are others 
who also have an interest in our re- 
ports, we assume a moral, if not a 
legal, responsibility to do every- 
thing within our power to protect 
them. 

It is certainly unfair, it may be 
quite impossible, to require that the 
person being employed to do a piece 


Presented at the Eastern Four-States Accounting Conference on May 20, 1939. 
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of work should insist on carrying 
out the assignment according to his 
own ideas, in the face of perfectly 
legal instructions of a contrary na- 
ture from his employer. Yet that 
appears to be the position in which 
the public has placed the profes- 
sional accountant in a great many 
very important instances. 

We are all acquainted with the 
conditions surrounding the discus- 
sion of a proposed accounting en- 
gagement. The work has to be 
completed within a short period, the 
cost has great bearing on the extent 
of the examination, and the account- 
ant is expected to give consideration 
to the desires and convenience of 
those who are retaining him and 
who will approve his compensation. 
These factors entering into the en- 
gagement of an accountant are often 
the governing features in establish- 
ing the relationship between ac- 
countant and client. It is their con- 
trol over our activities which gives 
us most concern in the course of our 
work. 

No one expects that one man can 
or should do all of the detailed work 
of an audit or investigation. We, 
therefore, can admit the necessity 
for a staff of assistants and our prob- 
lem, in this instance, becomes one 
of responsibility for them. The first 
requirement should be that they be 
adequately trained in accounting 
and auditing procedure. Their per- 
sonal characters and qualifications 
should be carefully investigated by 
the principals or partners of an ac- 
counting firm and constantly sur- 
veyed throughout the whole period 
of their employment. This is a re- 
sponsibility that can not be over- 
looked or treated lightly. Pressure 
of business in peak seasons often 
makes it necessary that temporary 
assistants be employed. Real dan- 
ger lurks in the background in cases 
where a man is placed in a position 
of trust when both he and his em- 
ployer know that the engagement 


is only a temporary one. Account- 
ants are doing everything possible 
to eliminate the conditions which 
make this practice necessary but, as 
long as it exists, there is reason for 
being doubly careful of the calibre 
of such temporary help and for 
added supervision over their work 
and their activities. Proper super- 
vision is indicated, not only in such 
cases but at all times, even when 
the men doing the work are experi- 
enced and permanent staff members. 
No employee has the same stake in 
the proper completion of an engage- 
ment as the principals or partners of 
the accounting firm. The men as- 
signed to the task should, in them- 
selves, be capable, but in addition, 
the supervising principal must be 
fully acquainted with the program 
of audit and should be available for 
consultation and advice at all times. 
Working papers should be reviewed 
to a degree which will insure that 
the completed report actually re- 
flects all of the important facts con- 
tained in them. The report, in its 
approved form, should be the work 
of the supervising principal and he 
should have a full understanding of 
all of its imports. In no case can he 
deny responsibility for it on the 
claim that it was the duty of a staff 
assistant. The foregoing are the 
minimum requirements for proper 
supervision of staff activities. The 
additions thereto will be indicated 
by the ramifications of the engage- 
ment itself and the extent of the 
uses to which the report is to be 
put. I feel certain that every repu- 
table public accounting firm recog- 
nizes its responsibility for staff ac- 
tivities and is careful to meet it in 
even greater degree than I have in- 
dicated as a minimum requirement. 


The element of price entering into 
the terms of an engagement is one 
of the really serious problems with 
which an accountant has to deal. 
It is quite natural to expect that an 
individual or committee charged 
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with properly administering the 
funds of a business organization will 
endeavor to keep the costs down to 
as low a figure as is possible. We 
frequently encounter situations where 
responsible business men appear to 
believe that accounting service can 
be measured in terms of dollars and 
who insist that bids be submitted 
in the same manner as is followed 
in buying materials which can be 
seen and tested before purchase. An 
accountant knows that the time 
which must be consumed in secur- 
ing the desired information can be 
the only true measure of the cost of 
the work he is called upon to do. It 
behooves him to be wary of price 
limitations which will not permit 
him to give full consideration to the 
real purposes of his engagement. 
Public accounting is a peculiar serv- 
ice in that, in most cases, it seeks 
to bring to light certain desired in- 
formation that is not readily evident 
in the sources from which it is to 
be obtained. For this reason the 
fixing of price is generally conceded 
to be a guess based on probability 
and presumption. The accountant 
recognizes the evil ensuing in the 
guessing at costs and is usually able 
to convince the prospective client or 
his representatives that the purpose 
of the accounting work is to secure 
certain information or assurances and 
not to buy a period of the account- 
ant’s time. If he permits the matter 
of price to be the dominating factor 
in his work, he will not be meeting 
his responsibility to those whom he 
is serving and who look to him to 
produce what they actually wished 
to accomplish when they sought his 
assistance. The public sometimes 
appears to be of the opinion that ac- 
countants are purely selfish in their 
attempts to remove price from con- 
sideration in arrangements for their 
services. It is true that an account- 
ant is no different from any other 
individual in that he wishes to be 
fairly compensated for the work he 


does. To this extent he is thinking 
about his own financial welfare, but 
he is far more selfish of his standing 
as a professional man. He should 
not be censured if he insists that his 
service is too important to the wel- 
fare of the business community to 
be considered from the dollar stand- 
point alone or as something which 
should be purchased on a competi- 
tive price basis. In all fairness to 
the greater portion of the business 
public who have occasion to use the 
services of an accountant, it should 
be stated that the practice of asking 
for bids is, for the most part, con- 
fined to municipal work where bud- 
get requirements are believed to 
make it necessary that costs be de- 
termined before expenditures of any 
kinds are contracted for. Even in 
these cases there is a growing con- 
sciousness that it is not good busi- 
ness to limit the effectiveness of an 
audit by price considerations. The 
interested officials and the public are 
beginning to realize that their pro- 
tection lies in the responsibility of 
the accountant, backed by his reputa- 
tion in the community which he 
offers as a guarantee of the quality 
of the service he performs. Integrity 
and not price is becoming, in all 
instances, the accepted measure of 
value for desirable accounting serv- 
ice. The professional man who 
prizes his reputation will not permit 
himself or his organization to be 
dominated by dollar considerations. 


The third element that I have in- 
dicated as a factor in the retaining 
of an accountant’s service is the nat- 
ural urge to meet the requirements 
of the officials or authorities who 
actually arrange the terms and con- 
ditions of the engagement. In the 
ordinary contracting for materials 
or services, the person who gives the 
orders is generally accepted as the 
one who must be satisfied. In such 
cases, certain specifications or 
duties are set forth as the require- 
ments of the contractual arrange- 
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ment and the one rendering the 
service ordinarily has no responsi- 
bility beyond these expressed provi- 
sions. It has been clearly set forth, 
however, that the accountant must 
give thought to all of the uses to 
which his completed report is to be 
put and to the many unknown inter- 
ests who may rely on it for purposes 
never realized at the time of the en- 
gagement. The accountant assumes 
a responsibility far beyond the meet- 
ing of the desires of his apparent 
employers. I use the description 
“apparent” in relation to employers 
because I wish to point out that the 
visible does not always include the 
actual. There may, and frequently 
do, exist many who have a greater 
interest in the results produced than 
those whom we see and can contact. 
The creditors may have a more 
genuine concern in the completed 
report and its implications, and it 
often happens that, if it were not for 
their contributions to the business, 
the accountant would never have 
been engaged. The same reasoning 
applies to the stockholders and car- 
ried through to the prospective 
creditor and stockholder. Even the 
employee or prospective employee 
may be led into deciding against 
some other opportunity of employ- 
ment by the reports prepared by an 
accountant and made available for 
general or special uses. All of these 
possibilities, and in some cases many 
more, must be considered by the ac- 
countant when he agrees to accept 
an engagement. Truly he has a re- 
sponsibility and a clientele of far 
greater proportions than is usually 
apparent. Extreme care must, there- 
fore, be exercised when thought is 
given to limiting the scope of an 
engagement. The accountant’s only 
present protection lies in his own 
realization of the responsibilties he 
assumes. Some day, I hope, a higher 
authority will recognize the need for 
lifting this burden from the shoul- 
ders of the accountant and placing it 
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where it really belongs. Meanwhile. 
we are called upon to play a dual 
role in our endeavors to secure busi- 
ness. We must not only satisfy the 
individual who is engaging us that 
we are qualified to render, for him 
and the people he represents, the 
kind of service they desire; but we 
are also placed in the position of 
insisting that we must make our ex- 
aminations as complete as is neces- 
sary to permit our reports to be fully 
dependable in all of their details. 
This is not always as simple as it 
might appear to be to the uniniti- 
ated, but it is a responsibility that 
our position in the business world 
places on us and, if we intend to hold 
the respect of those who have confi- 
dence in us, we cannot shirk it. 

I have covered what I believe to 
be a fair statement of the account- 
ant’s view of the many conditions 
surrounding his responsibility to his 
client and to the general public. I 
think we should give some brief 
thought to what the public has done 
to support the accountant in his 
claim that full, unprejudiced and ac- 
curate statements are mandatory. 

We are all aware of the existence 
of laws covering negligence and 
fraud and are acquainted with the 
court decisions interpreting the ac- 
countants’ liability thereunder. The 
accountant accepts his liability to 
those to whom he is legally respon- 
sible for errors of omission or com- 
mission. But, I repeat, he is often 
prohibited by the many limitations 
placed on the scope and extent of 
his work from giving full considera- 
tion to those others to whom he 
may feel he owes a moral if not a 
legal liability. 

The courts have pointed out that 
an auditor is liable, on the basis of 
fraud, to third parties to whom he 
might reasonably have foreseen loss 
resulting from his misrepresentation 
in making a positive statement of 
facts and for conscious misrepre- 
sentation in making a statement of 
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opinion, but that he is not liable to 
third parties for mere negligence in 
making a statement of opinion. 

The interpretations of these exist- 
ing Jaws have been so wavering con- 
cerning an accountant’s liability 
thereunder that they do not provide 
a sound basis on which the account- 
ant can depend in pointing out the 
obligation for more complete con- 
sideration of third party interests by 
the employing client. 

The Securities and Exchange Acts 
place tremendous responsibility on 
the accountants in those cases where 
the audit reports are to be used in 
influencing the purchase of securities 
by the general public. However, in- 
stead of placing a new burden on 
the public accountant, these regula- 
tions have removed a troublesome 
one. They contain, in themselves, a 
definite indication of the extent of 
the examination which must be con- 
ducted in order that the substance 
of the required reports may be made 
available. As I have pointed out, 
limitations due to price and other 
considerations have often proven to 
be restrictions which have prevented 
accountants from meeting an un- 
recognized responsibility to third 
parties. In complying with the 
Securities Act regulations, account- 
ants have only to point to the law 
as the guide in fixing the scope of 
the audit. It is, in my opinion, a 
real step forward in the efforts direc- 
ted toward the preparation of better 
audit reports. 

It remains now for some authority 
to recognize the public necessity for 
providing the same sort of protection 
to all others who have occasion to 
rely on auditors’ statements as is 
given to purchasers of securities. It 
may be that the authority should be 
a national organization of all repu- 
table accountants, joined together 


in a substantial body, whose opinions 
will be accepted because of their pro- 
fessional standing and will be car- 
ried out through the strength of their 
own group action. A clear setting 
forth of minimum requirements for 
all audit examinations, which are 
known to be intended for third party 
use and guidance, would be accepted 
as binding by all members. The pub- 
lic would soon realize that its inter- 
ests were being protected and better 
served by those accountants who fol- 
lowed the regulations of such an or- 
ganization and would eventually re- 
fuse to accept, as authoritative, the 
reports of those who were known to 
be less careful in their practices. 

I leave for discussion the many 
arguments that I am aware exist 
against the regulation of professionali 
practice. I am merely wishing for 
some reliable authority to whom we 
can point as the guide on being ques- 
tioned by those clients who, when 
confronted with our suggestions for 
more comprehensive examinations, 
appear to be of the opinion that our 
purposes are purely selfish. 


I am hoping for the day when we 
will no longer be considered a neces- 
sary evil, countenanced as an ex- 
pensive extravagance which has in- 
truded itself into the business world, 
and, somewhat in the nature of the 
tax collector, accepted because we 
can not be avoided. 


As a profession, we are still young 
and the valuable contributions we 
can make to the welfare of business 
are not yet fully appreciated. We 
will continue to make progress if 
we keep our eyes pointed toward our 
objective, and let no other considera- 
tions sway us from our purpose of 
doing everything within our power 
to meet our full responsibility to the 
public. 
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Three Orphans —Neglected Accounting 


Societies 


By NorMAN E. WEsstTER, C. P. A. 


as HERE ought to be a law” is 
the frequently heard sugges- 
tion for curing some existing condi- 
tion. But laws do not accomplish 
anything unless they are adminis- 
tered by the enforcement officers or 
unless there exists a vocal public de- 
mand that they be made effective. 
Unrepealed laws, the enforcement of 
which is not attempted or desired by 
anyone, provide our columnists with 
much material for their philosophy. 
“There ought to be a committee or 
a society” though not heard quite so 
often is a far from uncommon recom- 
mendation. It seems that we think 
Wwe cannot work except through or- 
ganizations. And like the forgotten 
and unused statutes, some societies 
are left stranded and neglected when 
the enthusiasm for them has sub- 
sided. In the State of New York 
there are at least three such or- 
phaned accounting societies, legally 
alive but lost in the woods of neglect 
and forgetfulness. 


The Institute of Accountants and 
Bookkeepers of The City of New 
York was incorporated on July 28, 
1882 and its certificate of incorpora- 
tion was amended on June 23, 1886 
changing its name to Institute of 
Accounts. Its membership was of 
three classes, associates, members 
and fellows. It conducted examina- 
tions for advancement to its higher 
grades, and issued certificates to 
those whose examinations were sat- 
isfactory. Its aims were educational 
and during over twenty-five years it 
provided the audiences for technical 
lectures, usually also furnishing the 
speakers. Its president drafted the 
first bill for accountancy legislation 
in this State, and it cooperated in se- 
curing the enactment of the CPA 


Law in 1896. Many of its members 
became certified public accountants 
and members of The New York State 
Society, some becoming officers and 
State Examiners. During about 
thirty years it has been inactive 
though its charter is still alive. At 
least two of its members survive. 


The National Society of Certified 
Public Accountants was incorporated 
in this State on August 17, 1897. 
Its objects as stated in its con- 
stitution were to elevate the pro- 
fession, to unite all CPAs in one 
body, to increase accountancy 
knowledge by lectures, by creating 
literature and by the formation of a 
library; and to aid the adoption of 
standard practices. It aimed to be 
a national body when and as other 
States enacted legislation similar to 
that in this State. It was active dur- 
ing two or three years but after 
nearly three-quarters of its members 
had joined the New York State 
Society it became inactive though 
its charter is still alive. Six of its 
members survive. 

The Auxiliary Guild of The New 
York State Society of Certified Pub- 
lic Accountants was incorporated in 
this State on August 13, 1909. It 
Was organized in pursuance of a 
resolution adopted by the State 
Society on January 18, 1909 and all 
its incorporators and officers were 
members of the State Society. In 
October two chapters were organ- 
ized in Manhattan, the Pioneer 
Chapter at Pace Institute and the 
New York University Chapter, 
while it was reported that 45 per- 
sons were planning a chapter in 
Brooklyn. Thereafter nothing more 
was heard of the chapters or of the 
parent guild though its charter is 
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still alive and one of its incorpo- 
rators survives. 

The New York State Society of 
Certified Public Accountants, if not 
the child of the Institute of Accounts 
was surely its beneficiary because it 
came into being as a result of the 
CPA Law which the Institute helped 
to secure. The State Society seems 
to have been the elder brother of the 
National Society of CPAs and by 
primogeniture to have succeeded to 
most of its membership. The State 


Society created the Auxiliary Guild 
but seems to have forgotten the 
responsibility of parenthood. 

Would it not be fitting for the 
State Society as child of the Insti- 
tute, brother of the National Society 
and parent of the Auxiliary Guild to 
act through its members who were 
active in those organizations and 
recognize its relationship by provid- 
ing them with a home or decent 
burial? 
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Interstate H osiery Case 


Findings and Opinions of the Securities and 
Exchange Commission — Taken from 
Release No. 2048 of the Commission 


HIS is a proceeding under Section 

19(a)(2) of the Securities Ex- 
change Act of 1934 to determine 
whether it is necessary or appropriate 
for the protection of investors to sus- 
pend or withdraw the registration of the 
capital stock of the Interstate Hosiery 
Mills, Inc. (hereinafter referred to 
as “Interstate”), on the New York 
Curb Exchange. The case was com- 
menced by our order of June 16, 1938, 
alleging that the Commission had 
reason to believe that the financial 
statements for the years 1934, 1935 
and 1936, filed with the Commission 
pursuant to Sections 12 and 13 of the 
Act, were false and misleading. After 
due notice, a public hearing was held 
before a trial examiner. Homes & 
Davis, certified public accountants 
of New York City, who prepared 
and certified the financial statements, 
were permitted to intervene in the 
proceedings. 

On November 7, 1938, the trial 
examiner filed an advisory report in 
which he found that the statements 
were false as charged and that both 
the registrant and the accountants 
were at fault. Exceptions to this re- 
port and briefs in support thereof 
were filed by counsel for the regis- 
trant, the accountants and the Com- 
mission. Oral argument before the 
Commission was heard on December 
6, 1938. 

Interstate’s common stock was 
registered on the New York Curb 


Exchange, a national securities ex- 
change, on October 1, 1934. It was 
traded in on that Exchange until 
trading was suspended on February 
15, 1938. 

It is not disputed that the financial 
statements in Interstate’s application 
for registration and annual reports 
included an overstatement of “gross 
profit on sales” in each year covered 
by the statements and a resulting 
cumulative overstatement of the 
balance sheet figures for cash, ac- 
counts receivable, inventory, and 
surplus. Profits were overstated 
principally by understating “prime 
cost of sales”, an item encompassing 
certain expense accounts entering 
into “cost of goods sold” in the profit 
and loss statements filed with the 
Commission. “Prime costs of sales” 
was understated by the following 
amounts :* 

1934 1935 1936 
$373,780.92 $150,628.32 $415,630.54 

The overstatement of the principal 
balance sheet accounts was as fol- 
lows: 

1934 


Over- 
statement 





Reported 
Cash and Cash 
HGMS -<.666sdas $472,528.76 $ 22,044.15 
Notes and Accounts 
Receivable-Trade 923,771.92 
SPE ie 546,875.58 


124,858.26 
195,730.72 


Inventories 


$342,633.13 


* The net sales figures, which were accurately reported, the understated “cost of 
goods sold” figures and the overstated “gross profit on sales” figures were as follows: 


Sales 
Cost-of Goods SOM. «0:65 cco sccccen 


1934 


$7,275,936.39 
6,360,451.91 


1935 
$7,545,400.91 
6,856,040.16 


1936 
$9,446,001.01 
8,321,667.45 





Gross Profit on Sales....... 


$ 915,484.48 


$ 689,360.75 $1,124,333.56 
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1935 
Over- 
Reported statement 





Cash and Cash 

ROM ins 60sec $485,135.50 $ 68,000.00 
Notes and Accounts 

Receivable-Trade 547,883.03 202,610.54 
Inventories ....... 985,602.90 201,153.11 


$471,763.65 
1936 


Over- 
Reported statement 





Cash and Cash 

OO $ 145,682.49 $ 67,157.25 
Notes and Accounts 

Receivable-Trade 866,773.48 255,622.73 
Inventories ....... 1,473,392.33 550,212.56 


$872,992.54 


The author of these falsifications 
was Raymond Marien, an employee 
of Homes & Davis. Homes & Davis 
is a firm of certified public account- 
ants organized in 1917, which in re- 
cent years has employed a staff of 
80 to 100 accountants. Homes & 
Davis had acted as auditors for In- 
terstate since shortly after the for- 
mation of that corporation in May, 
1929, and, before that, for Finery 
Silk Stocking Co., Inc., one of three 
predecessor corporations whose as- 
sets were acquired by Interstate. 
From June, 1929, they certified to 
Interstate semi-annual and annual 
reports based on review of the books 
and independent verifications of 
cash, accounts receivable, inventor- 
ies and other items. In addition, 
they prepared and submitted to In- 
terstate monthly reports, which were 
simply unverified analyses and sum- 
marizations of the corporation’s 
book figures. The certified annual 
reports included, in addition to ex- 
tensive preliminary discussion, a 
condensed year end balance sheet 
supported by a schedule of fixed as- 
sets, comparative condensed profit 
and loss statements for the current 
and the preceding years, a compara- 
tive surplus statement for the current 
and preceding years, a two-year com- 
parative balance sheet, a four-year 
comparative condensed balance sheet, 


and condensed profit and loss state- 
ments for the last half of the year 
and for the last month. Profit and 
loss statements were supported by 
schedules of “prime cost of sales”, 
“manufacturing overhead”, “selling 
and shipping expenses’’, “administra- 
tive and general expenses” and “other 
income—other deductions from in- 
come.” Condensed stockholder re- 
ports and the financial information 
filed with the Securities and Ex- 
change Commission were based on 
these certified reports. 

The record shows no inaccuracies 
in the Interstate audit reports rend- 
ered by Homes & Davis prior to 1934. 
Thereafter, the reports prepared by 
Marien and rendered to Interstate 
reflected the constantly exaggerated 
operating profit and the cumulative 
overstatements of cash, accounts re- 
ceivable, inventory and _ surplus, 
which have been noted above. 

Exposure came in February, 1938, 
after the directors had already ap- 
proved for submission to stockhold- 
ers a tentative report for 1937 in- 
cluding falsehoods of the same gen- 
eral character as in the preceding 
three annual reports. On February 
2, 1938, Lawrence Greenwald, secre- 
tary of Interstate, accidentally dis- 
covered that Marien had forged two 
checks on the company’s bank ac- 
count. This was reported immedi- 
ately to Harold Greenwald, vice 
president of the company, at the 
New York office, and it was decided 
that, upon the completion of the re- 
port then in preparation by Marien, 
another employee of Homes & Davis 
should check the books at the plant 
in Lansdale, Pennsylvania. Harold 
Greenwald communicated the same 
day with Morton I. Davis of Homes 
& Davis, and a conference followed. 
Greenwald suggested that Marien 
be permitted to finish the 1937 re- 
port to stockholders since he thought 
it improbable that there were any 
irregularities other than the forger- 
ies. It was agreed that Marien 
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should continue working on the re- 
port but that no figures should be 
published without Davis’ permission. 
On February. 8, Marien having not 
yet completed the report and two 
new forgeries having come to light, 
Davis could wait no longer. He 
confronted Marien with the forgeries 
and dispatched an employee to 
Lansdale to check the balance sheet 
against the books, although Marien 
insisted that the books were in order. 
This employee left New York for 
Lansdale on Wednesday afternoon, 
February 9. He reported to Davis 
by telephone on the morning of Feb- 
ruary 10 that there were large dis- 
crepancies. Harold Greenwald was 
notified the same day and came to 
Homes & Davis’ office, where he 
was told of the discrepancies which 
had already been discovered in cash 
and accounts receivable. The inven- 
tories had not yet been checked and 
Homes asked Greenwald whether he 
thought the corporation had as much 
as the reports showed, $1,800,000. 
Greenwald replied that he thought 
the figure approximately correct. A 
deputation called upon Marien at his 
home that night in an effort to obtain 
an explanation, but Marien would 
say only that he must have been 
crazy, that he received nothing for 
what he had done, and that he did 
not know why he had done it. 

A meeting of the directors was 
called for the afternoon on Febru- 
ary 11 to consider what should be 
done. February 12 was a legal holi- 
day, and February 13 was Sunday. 
On the morning of February 14, the 
New York Regional Office of the 
Commission and the New York Curb 
Exchange were notified by Interstate 
of what had been discovered, and 
the Exchange suspended dealings in 
the security at the opening of busi- 
ness on February 15, 1938. The sus- 
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pension has continued down to the 
present time. 


Since there was no evidence of 
complicity with Marien by any of 
the officers, directors or employees of 
Interstate, or by any partners or em- 
ployees of Homes & Davis, the issues 
developed at the hearing were prin- 
cipally whether Homes & Davis ex- 
ercised due care in employing Mari- 
en and reviewing his work, and 
whether the management of the cor- 
poration should have discovered the 
errors in the reports. The auditors’ 
practices and the care which they 
exercised are properly in issue in this 
proceeding in order to determine 
whether their certificates, constitut- 
ing a part of the statements filed 
with the Commission, are false.* 

Marien was interviewed for a po- 
sition by Theodore Phillips, a mem- 
ber of the firm of Homes & Davis, in 
May, 1928, on the basis of an appli- 
cation filed by Marien in response 
to an advertisement in The New 
York Times. His application stated 
that he was a graduate of the Uni- 
versity of Montreal, with several de- 
grees, and that he had had eight 
years’ public accounting experience 
including industrial, mercantile, bank- 
ing and brokerage assignments. A 
letter addressed to F. A. Bergmann 
& Co., whom Marien gave for refer- 
ence, elicited the reply that Marien 
had worked for that firm from April, 
1920, until February, 1928, and that 
he was considered by them “a thor- 
oughly competent senior account- 
ant”, highly recommended “for his 
keen analytical ability, his sound 
mental training, his tact, his loyalty 
and the thoroughness of his work.” 
Phillips thereupon hired Marien 
without further investigation. Press 
reports at the time the stock was 
suspended from dealings on the New 
York Curb Exchange indicated that 


* Counsel for Interstate have excepted to the trial examiner’s denial of their motion 
to exclude evidence of negligence on the part of the accountants, unless connected with 
Interstate. In view of the above statement, we overrule the exception. 
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Marien had been convicted of forgery 
in 1924, but this, if it was a fact, was 
not known to Phillips prior to the 
publication of these reports. How- 
ever, any possible deficiency in the 
investigation of Marien’s background 
at the time of his employment loses 
significance in view of the favorable 
experience which Homes & Davis 
had with Marien in the succeeding 
five years before the irregularities 
commenced. 

The first month of Marien’s em- 
ployment was a probationary period 
during which he worked only as an 
assistant under senior accountants 
and supervisors. Thereafter, until 
March, 1930, he worked as senior ac- 
countant under close observation and 
check by supervisors and members 
of the firm of Homes & Davis. As 
he proved to be competent, accurate 
and conscientious his duties and re- 
sponsibilities were from time to time 
enlarged. When one of the super- 
visors employed by Homes & Davis 
resigned in March, 1930, Marien be- 
gan to be developed as a supervisor 
to succeed him. For about a year 
and a half his work as supervisor 
was subjected to detailed observa- 
tion and check by members of the 
firm, and in his new capacity he once 
more proved to be competent and 
conscientious. 

So far as Marien’s work on Inter- 
state Hosiery Mills is concerned, the 
evidence is that he drafted the audit 
program in consultation with Phillips 
and that he was the senior account- 
ant in charge of the first audit in 
June, 1929. Until the end of 1931, 
Phillips acted as both supervisor 
and reviewer of Marien’s work on 
Interstate. Thereafter, Marien him- 
self conducted the examination with- 
out supervision, and Phillips re- 
viewed the reports. No inaccuracies 
were found in the reports on Inter- 
state prior to 1934, nor in other ac- 
counts which Marien handled. Under 
all the circumstances, we do not think 
that Homes & Davis can fairly be 


charged with negligence in employ- 
ing and training Marien for the work 
he did. 

A more important question is 
whether Marien’s reports on Inter- 
state’s books were adequately re- 
viewed by Theodore Phillips, who 
was responsible for the adoption of 
Marien’s work as the report of the 
firm. Consideration of this question 
requires a somewhat detailed de- 
scription of the nature of Marien’s 
work on Interstate’s books. In mak- 
ing the examination on which the 
certified reports were based, Marien 
was usually assisted by 14 to 16 
Homes & Davis men, including five 
or six seniors, some semi-seniors and 
juniors, and one or two comptometer 
operators. One group would take a 
physical inventory, listing every item 
by description and count on detailed 
inventory sheets of which 200 or 
more might be required. One man 
might be assigned to take a trial 
balance of the general ledger, an- 
other to age and total accounts re- 
ceivable, another to check and re- 
concile cash on deposit as shown by 
the books with confirmations from 
the banks. Inventory off the prem- 
ises, consisting of silk at throwsters 
and commission knitters, was con- 
firmed as to physical quantities by 
direct correspondence with the throw- 
sters and knitters. Customers’ ac- 
counts, trade liabilities and other 
items were similarly confirmed, the 
confirmation letters being made a 
part of the working papers. Marien 
himself did part of the original de- 
tail work, e.g., he customarily priced 
the items in the detailed inventory, 
supposedly taking his information 
from market reports on raw silk and 
from the cost records of the corpora- 
tion. Ultimately all the schedules 
and working papers prepared bv 
Marien or his assistants were used 
by Marien for preparation of the 
draft report. 

According to Phillips’ testimony, 
when Marien presented the draft re- 
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port and working papers for review, 
Phillips would read through the re- 
port asking questions with respect 
to anything unusual, and writing in 
such corrections as he considered 
necessary. He would see that figures 
referred to in the comment section 
of the report agreed with the figures 
in the financial statements proper, 
and would likewise check figures in 
the balance sheet and profit and loss 
statement against supporting sched- 
ules, although the schedules them- 
selves were not examined in detail. 
He would also check asset and lia- 
bility figures on the balance sheet 
back to the trial balance which was 
among the working papers. 

Phillips testified that his main ob- 
ject in reviewing the reports was to 
satisfy himself that the audit pro- 
gram had actually been carried out. 
He did this by questioning Marien 
and by examining the working pa- 
pers. For example, he would in- 
quire whether inventory had been 
priced at the lower of cost or market, 
and whether the inventory figures 
in the balance sheet agreed with the 
corporate records. He would ascer- 
tain that inventory off the premises 
had been confirmed by correspon- 
dence with the throwsters and com- 
mission knitters, “thumbing through” 
the confirmations among the work- 
ing papers. On the other hand, he 
did not attempt to translate the 
pound and bale figures in these con- 
firmations into dollars for compari- 
son with the inventory recapitula- 
tion, which was also among the 
working papers. Indeed, he was not 
familiar with the market price of 
silk and never inquired concerning 
it, accepting Marien’s pricing with- 
out question and relying entirely 
upon Marien’s representation that 
the total inventory figure agreed with 
the corporation’s own records. 

In the case of accounts receivable, 
Phillips testified that he would ac- 
cept Marien’s statement that con- 
firmations had been sought from all 
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customers owing amounts in excess 
of $1,000 and would “thumb through” 
the confirmations to see if there was 
anything exceptional about them. 
He would inquire whether the total 
of accounts receivable in the general 
ledger agreed with the control ac- 
count and whether the accounts had 
been aged. He would see among 
the working papers a schedule show- 
ing customers’ accounts past due, or 
with credit balances, and any dif- 
ferences between customer confirma- 
tions and ledger balances. He would 
compare this schedule with the re- 
serve for doubtful accounts. He did 
not ask to see a complete list of ac- 
counts receivable and did not at- 
tempt to make an estimate of the 
total from the confirmations. 

In reviewing cash, Phillips would, 
according to the testimony, ask 
Marien whether petty cash had been 
physically counted, and would some 
times call for the summaries. He 
would inquire whether cash on de- 
posit had been verified in the usual 
way, and whether the balance on 
the books, adjusted for outstanding 
checks, agreed with the bank con- 
firmations. As in the case of other 
assets, the cash figures in the balance 
sheet would be checked back to the 
trial balance in the working papers. 

The review of the profit and loss 
statement followed the same general 
lines. With respect to the “prime 
cost of sales” schedule, which sup- 
ported Marien’s false figure for cost 
of goods sold, Phillips testified that 
he never checked it and that he was 
told that Marien had taken his facts 
from the cost reports of the corpora- 
tion. He did not look at the “summary 
mill cost sheets”, which were among 
the working papers and showed the 
cost of individual styles of stockings. 
The trial examiner excluded certain 
evidence tending to show that in 
reviewing Marien’s reports Phillips 
kept in mind the ratio of “prime cost 
of sales” to “sales” in Interstate re- 
ports for prior years and that this 
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ratio actually increased during the 
years when Marien was understating 
the prime cost of sales. The import 
of this evidence was that there was 
nothing in the falsified profit figures 
themselves which would arouse the 
reviewer’s suspicion. We think the 
evidence should have been admitted 
for what it was worth, but even ac- 
cepting it at face value, it would not 
alter our conclusions herein.* 

It will be seen from the discussion 
that Phillips’ review started from 
the trial balance, which purported to 
come from the corporation’s general 
ledger. So far as he was concerned 
that was the source of the figures 
which appeared in the statements 
his firm certified to Interstate, and 
he assumed that these figures, hav- 
ing been verified by Marien and his 
assistants, were accurate. It ap- 
pears from the record that there was 
no integration of the original work 
papers to the trial balance or to the 
final financial statements; unfortu- 
nately, the trial balances with which 
Phillips started had been falsified by 
Marien. Taking, for example, the 
working papers for 1936, the trial 
balance consisted of seven pages, 
the footings on each page being car- 
ried forward to the last page where 
the credits and debits were totalled 
in balance. Before the trial balance 
reached Phillips, Marien had substi- 
tuted for the first sheet another first 
page containing the false figures. 
The handwriting on the false first 
page of the trial balance was Mari- 
en’s; the remaining six sheets were 
not in Marien’s handwriting. Each 
sheet of the seven true trial balance 
sheets, including the first, is marked 
“1 of 7”, “2 of 7’, etc. : the false first 
page bears no such notation. The 
debits on the false page had been 
footed at one time but the footing 
had been erased some time before 
the hearing. The credits were footed 
but not carried into the recapitula- 


tion on page 7 which, instead, in- 
cluded footings for both debits and 
credits from the original and correct 
first page of the trial balance found 
in Marien’s desk after his exposure. 
The trial balance figures on the true 
sheets show three sets of check 
marks, whereas there were no check 
marks against the trial balance fig- 
ures on Marien’s false first sheet. 
The fact that part of the trial bal- 
ance was in Marien’s handwriting 
was not in itself a suspicious circum- 
stance, since it was usual for a super- 
visor to participate in the actual 
work of an audit, and, according to 
Phillips, Marien sometimes rewrote 
working papers prepared by his as- 
sistants if the handwriting did not 
meet his standards of neatness. 
Admittedly, if Phillips had noticea 
the substitution of pages, the irregu- 
larities would have been disclosed. 
But Phillips did not look at the 
check marks, did not foot the trial 
balance, and did not check the foot- 
ings on the individual sheets into the 
recapitulation on the final sheet, re- 
lying for the accuracy of the trial 
balance on Marien, the supervisor. 
Two certified public accountants, 
engaged in public practice and not 
connected with Homes & Davis, 
gave expert testimony concerning 
usual sound auditing practice with 
respect to the review of work of staff 
accountants. This testimony was in- 
troduced by counsel for Homes & 
Davis against the objection of coun- 
sel for Interstate that the Commis- 
sion should determine accounting 
standards from its own knowledge. 
We think the testimony of qualified 
expert accountants engaged in public 
practice was relevant and helpful al- 
though the Commission must in the 
end weigh the value of all expert 
testimony against its own judgment 
of what is sound accounting prac- 
tice. Accordingly we approve the 
action of the trial examiner in ad- 


_ ™*Homes & Davis’ counsel was permitted to question Phillips fully along this line 
in order that the record might show what the proffered testimony would have included. 
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mitting this testimony. While not 
in all respects clear, and on some 
points contradictory, this testimony 
was to the effect generally that it is 
sufficient for a reviewer to question 
the accountant in charge of the audit 
as to anything unclear or unusual, 
accepting without check or vertifica- 
tion answers which appear reason- 
able; he does not necessarily examine 
the trial balance or other working 
papers in detail; he ascertains the 
presence of confirmations of receiv- 
ables, outside inventories and other 
items but need not attempt to relate 
the amounts confirmed to the figures 
in the report which he is reviewing. 

The record in this case fails to 
show that the review made by 
Homes & Davis was less extensive 
than that ordinarily made bv ac- 
counting firms. However, if we 
accept the views of these expert wit- 
nesses as to the usual practice fol- 
lowed by independent public ac- 
countants in reviewing the work of 
those responsible for the actual car- 
rying out of audit procedures, in 
our opinion the practice requires 
thorough revision. 

We think it is self-evident that the 
review upon which an accounting 
firm assumes responsibility for work 
done by subordinates must be more 
than a series of perfunctory ques- 
tions as to the performance of par- 
ticular items in an audit program. 
Nor should explanations of unusual 
items be accepted by a reviewer 
without support in detail from the 
working papers. As a matter of 
principle, a review should, it seems 
to us, be designed with two objec- 
tives in mind: first, to insure the 
integration of the original work pa- 
pers with the financial statements; 
second, a searching analysis of the 
ultimate facts developed in the course 
of the actual audit. An adequate 
review with the first purpose in mind 
should serve not only to disclose in- 
tentional or accidental misstatements 
but should also serve as a method of 


internal check and control on the 
work of the firm’s subordinates. This 
branch of the review, it seems to us, 
need not necessarily be carried out 
by a partner but should at least be 
done by one well versed in the pro- 
cedures adopted by the firm and in 
the general principles and termin- 
ology of auditing and accounting. If 
not a partner of the firm, such review 
should, in our opinion, be made by 
persons who are independent of 
those actually performing or super- 
vising the audit work as well as of 
those who prepared the draft of the 
financial statements. The second 
branch of the review is designed to 
enable the accounting firm to inter- 
pret intelligently the figures it has 
obtained and to which it is to certi- 
fv. This part of the review should, 
it seems to us, be made by a person, 
preferably a partner, qualified by his 
knowledge of sound accounting prin- 
ciples and his familiarity with the 
accounting phases of the industry 
and the more important problems of 
the particular company. In this man- 
ner the facts ascertained by compe- 
tent employees can be subjected to 
the independent and broader judg- 
ment of a more experienced person 
who can by searching inquiry of the 
supervisor or senior and by examina- 
tion of significant items in the work 
papers and schedules reach an in- 
formed judgment both as to the 
adequacy of the audit work done and 
as to the integrity and clarity of the 
financial statements themselves. We 
are satisfied that a review along 
these lines would have exposed the 
irregularities in this case. 
Furthermore, the certificates to 
the financial data, which were a part 
of the statements filed with this 
Commission, themselves contained 
material misrepresentations. The 
preparation of the monthly reports 
to Interstate is described in these cer- 
tificates as a “monthly detailed 
audit”, and the outline of the veri- 
fication procedure employed in the 
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semi-annual audit is set up in such 
a way as to make it appear that the 
same procedure was followed in pre- 
paring the monthly reports. The 
evidence in this record clearly shows 
that the monthly reports were sim- 
ply unverified analyses and sum- 
maries of information in the corpora- 
tion’s books. The preparation of such 
data is not in any true sense of the 
word an “audit”, and the auditors’ 
certificates were false in so designat- 
ing the monthly reports which they 
furnished. 


Even the procedure upon which 
Homes & Davis’ certified reports 
were based could not accurately be 
described as an independent audit, 
for to an amazing extent Marien had 
taken upon himself the function of 
bookkeeping as well as auditing for 
Interstate. It was by means of en- 
tries which he made and posted that 
some of the principal falsifications of 
cost of goods sold were effected. The 
books included a “Standard Journal”, 
defined by Phillips as a journal for 
entries which were the same every 
month: depreciation, insurance con- 
sumed, taxes, and similar items rep- 
resenting adjustments rather than 
transactions. Transfer of inventories 
through “in process accounts” was 
also effected in Interstate’s standard 
journal. Marien made the original 
entries in the journal, posted them to 
the ledgers, and kept the standard 
journal in his own possession. There 
was also a “private ledger” started 
by Marien in 1934, supposedly at 
the request of officers of Interstate, 
for accounts which the management 
desired to keep secret from its own 
employees. Marien kept it and did 
not even bother to write it up in 
1936 and 1937, although he had trans- 
ferred to it not only capital stock and 








surplus but even inventory control 
accounts. Apparently also he made 
opening and closing entries in Inter- 
state’s general ledger each year. 
Trial balances of Interstate’s general 
ledger made in the course of a re- 
audit in 1938 indicated that the led- 
ger was out of balance in each of 
the years 1934 to 1937. 


Phillips and Davis testified that 
it was against Homes & Davis’ rules 
for their employees to make entries 
in a client’s books.* We entirely 
agree with the testimony of Davis 
that an audit should be a check by an 
outsider of original work done by the 
client’s employees ; “if an accountant 
is permitted to do original work the 
whole purpose of the audit is lost.” 
We agree with Davis also that if 
Interstate’s management knew of 
Marien’s posting in the corpora- 
tion’s books they should have in- 
sisted upon written authorization 
from Homes & Davis for so abnormal 
a departure from ordinary account- 
ing practice. Marien’s entries in the 
standard journal and the ledgers 
were not audited since they repre- 
sented original work by the auditors 
themselves, and the extent to which 
Interstate’s most important book- 
keeping was thus surrendered into 
Marien’s unchecked control not only 
renders the Homes & Davis certifi- 
cates false as to the scope of the 
audit made but also imposes upon 
Interstate considerable of the re- 
sponsibility for Marien’s misdeeds. 

Whatever may be said as to the 
failure of Marien’s employers to dis- 
cover his falsifications, it is difficult 
to excuse Interstate’s management 
which, over a period of four years, 
passed unquestioned a series of finan- 
cial reports containing gross over- 
statements of cash, accounts receiv- 


* Irving Weinstein, another partner in Homes & Davis, qualified this by saying that 
there was nothing improper in an accountant’s making adjusting entries in a standard 


journal. 
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able and inventory amounting in the 
end to $234,234.22, $701,938.74 and 
$904,358.41, respectively.* 

Ivan Selig had been in the hosiery 
business for twenty years before be- 
coming president of Interstate. Har- 
old and Lawrence Greenwald, vice 
president and secretary of Inter- 
state, had operated the Finery Silk 
Stocking Co., Inc., for many years 
before it was absorbed by Interstate 
in 1929. Harold Greenwald and Selig 
were in general charge of the com- 
pany’s executive offices in New 
York. Lawrence Greenwald was a 
production man and managed the 
corporation’s principal plant in Lans- 
dale, Pennsylvania. 

Purchases of raw silk were exe- 
cuted by Harold Greenwald on the 
basis of requisitions which he re- 
ceived from the Lansdale plant. 
Sales and production were correlated 
by means of a weekly “Orders and 
Production Schedule” which showed, 
by individual styles, stock on hand 
at the beginning of the week, pro- 
duction during the week, detailed 
orders received during the week, free 
balance at the end of the week, work 
in process and stock available for 
sale. The “Orders and Production 
Schedule” was prepared in Lansdale 
by Charles Frankel, who was in 
charge of Interstate’s cost account- 
ing system. Harold Greenwald kept 
on hand several months’ back copies 
of these schedules for reference pur- 
poses. It is worth noting that the 
raw silk requisitions did not show 
the amount of silk on hand and that 
the “Orders and Production Sched- 
ule”, with its information limited 
to work in process and _ finished 
goods, contained the only informa- 
tion as to inventory which the man- 
agement received from its own em- 
ployees despite an elaborate per- 
petual inventory system maintained 
by Frankel. 





Prices were fixed on the basis of 
“Summary Mill Cost Sheets”, also 
prepared by Frankel, estimating 
what it had cost Interstate to manu- 
facture each style of stocking pro- 
duced. These sheets were made up 
whenever Interstate started to man- 
ufacture a new style of stocking or 
whenever there was a_ substantial 
change in labor rates, cost of raw 
materials or other elements in the 
cost of the finished product. They 
were intended primarily for the use 
of the New York sales office and 
Harold Greenwald kept them in a 
book on his desk. Frankel also sup- 
plied the officers with “Realization 
Schedules” showing, for each style 
of stocking, average selling price, a 
theoretical cost of sales figure based 
upon current labor and material 
prices, and a theoretical profit or loss. 
These schedules, submitted at ir- 
regular intervals, were used as a 
guide in determining what particular 
styles it was most profitable to con- 
tinue to manufacture. 

The management also received 
daily reports on bank deposits and 
shipments. Selig kept in his desk 
a statistical table showing by months 
and quarters from January, 1930, 
shipments in dozens and dollars and 
average selling price per dozen. This 
information was brought up to date 
each month by the bookkeeping de- 
partment. Harold Greenwald re- 
ceived a complete schedule of cus- 
tomers’ accounts over $200, as of the 
24th of each month, the date as of 
which customers were billed, plus a 
bulk figure for all accounts under 
$200. This would be followed up 
throughout the suceeding month 
with daily reports of payments re- 
ceived against these accounts. Green- 
wald would scratch each account off 
his list as it was paid so that he 
could always tell who owed the firm 
money and how much cash could 


* These overstatements were included in the balance sheet as of December 31, 


1937, prepared by Marien and tentatively approved on January 31, 1938, by the board 


of directors for submission to stockholders. 


this report was published. 


The irregularities were discovered before 
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be expected. The bank balances and 
running reports on accounts receiv- 
able were entered in a book kept by 
Greenwald’s secretary in the New 
York office and were constantly used 
by the officers to determine Inter- 
state’s cash position. 


If the management had made any 
effort at all to check the information 
in the Homes & Davis reports 
against that furnished by their own 
employees, Marien’s inventions 
would have been discovered almost 
as soon as they began. The bank bal- 
ance figures were, of course, direct- 
ly comparable: Harold Greenwald 
with Homes & Davis’ monthly report 
before him need only have opened 
the cash and receivables book which 
his secretary kept for him, to learn 
that either his bookkeepers or his 
auditors were vastly in error as to 
the company’s cash position. Even 
without making a comparison of the 
documents, reasonably careful offi- 
cers should have a general concep- 
tion of the cash position of their com- 
pany so that they should immediate- 
ly recognize overstatements of cash 
on deposit amounting to 28% at the 
end of 1935, 85% at the end of 1936 
and 161% at the end of 1937. 


A comparison of the Homes & 
Davis average cost per dozen figures 
with even a roughly calculated aver- 
age of the costs shown on the “Reali- 
zation Schedules” or “Summary Mill 
Cost Sheets” would have disclosed 
an alarming discrepancy in a matter 
of fundamental importance in the 
operation of the business. The un- 
derstatement of costs in the Homes & 
Davis reports resulted in an over- 
statement of average gross profit per 
dozen on sales amounting to about 
44% in the annual report for 1936 and 
over 150% in the semi-annual report 
for the first six months of 1937. 

Although a slightly greater effort 


would have been necessary to com- 
pare the Homes & Davis month-end 


receivables figures with the credit re- 
ports received by Harold Greenwald, 
it was an effort which the manage- 
ment was under a duty to make for 
in no other way could the audit serve 
its purpose as a verification of the 
bookkeeping. If Harold Greenwald 
or Selig had read the Homes & Davis 
reports carefully, the overstatement 
of accounts receivable would have 
been revealed, for in the light of 
Interstate’s credit terms and collec- 
tion record—which they knew—the 
ratio between monthly sales and 
month-end receivables as shown by 
the reports was not possible. 


So far as the inventory was con- 
cerned, the management was clearly 
at fault in obtaining so little infor- 
mation from its bookkeepers; but 
even the little they did receive, in the 
Orders and Production Schedule”, 
might have led to discovery if in- 
telligently compared with the Homes 
& Davis reports. 

No such comparisons were made. 
On the contrary, it appears that the 
officers hardly read the Homes & 
Davis reports. Selig testified that, 
after noting the figure for net profits 
given in the comment section of the 
report, he “would take a quick look 
at the balance sheet”, comparing cur- 
rent assets and liabilities with the 
corresponding figures for preceding 
periods ; he would not ordinarily look 
at the profit and loss statement or 
the prime cost of sales schedule; he 
would look to see how overhead for 
the month compared with overhead 
in preceding periods and might ques- 
tion Lawrence Greenwald or Homes 
& Davis if there was anything out 
of line. Harold Greenwald’s testi- 
mony leads us to conclude that his 
examination was no more thorough. 


The explanation for the failure to 
make comparisons between the in- 
ternal information and the Homes & 
Davis reports was principally that 
the Homes & Davis reports were 
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rendered so late * that the informa- 
tion against which they could have 
been checked was “ancient history”. 
Nevertheless, although the figures 
themselves may have lost signifi- 
cance in the current operations of the 
business, it was still important to 
know whether the internal reports 
upon the basis of which current busi- 
ness was conducted could be relied 
upon as reasonably accurate. Cer- 
tainly no one would have held the 
officers blameless if over a period of 
years they had accepted and acted 
upon false internal information while 
receiving accurate auditors’ reports, 
however late. 

The duty to compare the Homes & 
Davis reports with the internal re- 
ports follows not only from the 
obligation to test the accuracy of the 
latter, but also from the obligation 
of the management to use all avail- 
able means of assuring the correct- 
ness of its public financial state- 
ments. It is of course true that 
Homes & Davis were employed to 
check upon the internal employees, 
not vice versa; yet until all incon- 
sistencies between the reports re- 
ceived from these two sources were 
satisfactorily explained, both sets of 
data were open to question. 

Interstate’s brief makes much of 
the confidence which the manage- 
ment “reasonably” reposed in 
Homes & Davis. The fundamental 
and primary responsibility for the 
accuracy of information filed with the 
Commission and disseminated among 


the investors rests upon manage- 
ment. Management does not dis- 


charge its obligations in this respect 
by the employment of independent 
public accountants however repu- 
table. Accountants’ certificates are 
required not as a substitute for man- 
agement’s accounting of its steward- 
ship, but as a check upon that ac- 
counting. In our opinion, the con- 
duct of Interstate’s management in 


respect of information which was to 
be the basis of reports submitted to 
stockholders and to the New York 
Curb Exchange and the Commission 
indicated a complete abdication of 
responsibility. They brought to bear 
upon the figures presented by their 
auditors, no judgment of their own, 
no test from their independent ac- 
quaintance with the company’s 
affairs, none of the purposeful skep- 
ticism which every author of a public 
financial statement should direct at 
his material. 

We conclude that the officers of 
Interstate were at fault in failing 
to discover the falsification of the 
financial statements filed with the 
Commission. It is therefore unneces- 
sary to consider Interstate’s conten- 
tion that the Commission may not, 
under Section 19(a)(2) of the 
Securities Exchange Act, suspend or 
withdraw registration of a security 
because of a nonculpable violation 
of the Act or the Rules and Regula- 
tions. It remains only to determine 
whether such action “is necessary or 
appropriate for the protection of 
investors.” 

Evidence as to the measures taken 
by Interstate to prevent a recurrence 
of past errors was proffered at the 
hearing by Interstate’s counsel, up- 
on condition that it should not be 
used as an admission of prior fault. 
The trial examiner expressed some 
doubt whether evidence could be 
received with such limitation, and 
it was not actually received at that 
time. We think it would have been 
proper to admit such evidence with 
the limitation suggested. During the 
oral argument of this case we re- 
opened the record to receive a docu- 
ment indicating what Interstate had 
done to safeguard itself. A comp- 
troller has been appointed to coor- 
dinate the three divisions of Inter- 
state’s bookkeeping and to prepare 
a detailed monthly report of the com- 


* These reports were received by Interstate about four weeks after their closing dates 
during 1935 and 1936 and on an average of six or seven weeks late in 1937. 
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pany’s position and the results of 
operations. Independent auditors 
have been engaged to make semi- 
annual reports and certified financial 
statements. Provision has also been 
made for submitting both monthly 
and semi-annual reports to the heads 
of each of Interstate’s accounting 
departments for check of the items 
which come under their supervision. 
We have given consideration also 
to the fact that Interstate notified 
the New York Curb Exchange, the 
Commission, and its stockholders as 
soon as possible after it learned of 
the irregularities. A reaudit was 
promptly inaugurated and amend- 
ments to the application and annual 
reports were filed as soon as possible. 
The amendments appear to correct 
the misstatements. The officers’ em- 
ployment contracts negotiated in 
February, 1936, on the basis of the 
Homes & Davis figures have been 
modified, and excess bonuses in the 
amount of $123,300.46 which were 
paid on the basis of overstated profit 
figures have been refunded. In addi- 
tion, the contracts which formerly 
ran until 1946 have now been made 
terminable by either the corporation 
or the officers on 90 days’ notice. The 
New York Curb Exchange has in- 
dicated its willingness to reinstate 
dealings in Interstate’s stock. 
Section 19(a)(2) of the Securities 
Exchange Act confers upon the Com- 
mission a power to be used to pro- 
tect investors. Under the circum- 
stances of this case, we would have 
felt justified in suspending the regis- 
tration of Interstate’s securities for 
a reasonable time in order to bring 
to the attention of investors the seri- 
ousness of the misstatements and the 
negligence of the management; but 
since trading in the stock has already 
been suspended for more than a year, 
we find that the interests of investors 
do not require that the registration 
be withdrawn or further suspended. 
Accordingly, our order herein will 
provide that the registration of the 


common stock of Interstate Hosiery 
Mills, Inc., on the New York Curb 
Exchange shall not be suspended or 
withdrawn. 


UNITED STATES OF AMERICA 
BEFORE THE SECURITIES 
AND EXCHANGE COMMISSION 


At a regular session of the Securities 
and Exchange Commission, held 
at its office in the City of Wash- 
ington, D. C., on the 18th day 
of March, A. D., 1939. 





In the Matter of 
INTERSTATE HostEry MILLs, | 
INc. | 

Common Capital Stock of | 
No Par Value | 

(File 1-300) | 





The Commission having instituted 
a proceeding pursuant to Section 19 
(a)(2) of the Securities Exchange 
Act of 1934, as amended, to deter- 
mine whether the registration on the 
New York Curb Exchange of the 
Common Capital Stock of No Par 
Value of Interstate Hosiery Mills, 
Inc., shall be suspended or with- 
drawn; and 

After appropriate notice a hearing 
having been held in this matter be- 
fore a trial examiner; the trial ex- 
aminer having filed his advisory re- 
port herein; counsel having filed ex- 
ceptions thereto and briefs ; the Com- 
mission having heard oral argument 
herein; the record in this matter hav- 
ing been duly considered, and the 
Commission having this day filed its 
findings of fact and opinion; 

IT Is ORDERED that the registration of 
the Common Capital Stock of No 
Par Value of Interstate Hosiery 
Mills, Inc., on the New York Curb 
Exchange shall not be further sus- 
pended or withdrawn. 

3y the Commission. 

Francis P. Brassor, 
Secretary. 
(SEAL) 
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Testimony of Expert Witnesses 
at S.E.C. Hearings 


Reprinted from the June, 1939 Issue of “The Journal of Accountancy 
of the American Institute of Accountants” 


HIS is the third in a series of 

articles summarizing testimony 
given by expert witnesses at the re- 
cent public hearings called by the 
Securities and Exchange Commis- 
sion in its investigation of account- 
ing questions arising from the 
McKesson & Robbins case. 

On page 199 of the April issue of 
this magazine, readers will find a 
general introductory statement re- 
garding the scope of the hearings 
and the plan of these articles. As 
stated there, the record of the ex- 
pert witnesses’ testimony ran _ to 
more than 1,500 pages. It has not 
been possible for the editors to pre- 
sent in the space available the views 
of all witnesses on each subject dis- 
cussed. Much that is needed to un- 
derstand fully the views expressed 
has necessarily been omitted. This 
summary is intended only to indi- 
cate the nature of the testimony on 
subjects of most general interest. 

Following are the names of the 
expert witnesses, in the order of 
their appearance: 

Samuel J. Broad, of New York 

C. Oliver Wellington, of New York 
Victor H. Stempf, of New York 
William H. Bell, of New York 
Norman J. Lenhart, of New York 
John K. Mathieson, of Philadelphia 
Henry A. Horne, of New York 
Charles H. Couchman, of New York 
Hiram T. Scovill, of Urbana, III. 
Joseph J. Klein, of New York 
George D. Bailey, of Detroit 
Charles W. Jones, of Chicago 

In this issue we present sum- 
maries on the following subjects: 
Accounts and notes receivable 
Appointment of auditors 
Natural business year 


Accepted accounting principles 
Meaning of certificate 

What follows should be read only 
with reference to explanatory re- 
marks appearing in this and the two 
preceding issues. 


Accounts and Notes Receivable 

In response to questioning, each 
witness stated that inquiries as to 
credit risks of customers, bad debts, 
goods on consignment, etc., were di- 
rected to the department or em- 
ployee most directly concerned with 
the particular matter. 

The witnesses described in similar 
terms the procedure followed in ex- 
amination of balances outstanding at 
the close of the year. Schedules, 
usually prepared by employees of 
the client, showing the ages of ac- 
counts, are subjected to careful ex- 
amination and where unusual cir- 
cumstances are noted further inves- 
tigation is made, they said. 

Regarding confirmation of custom- 
ers’ accounts and notes receivable, 
Mr. Werntz quoted the following 
sentence from the bulletin, Examination 
of Financial Statements: “While such 
confirmation is frequently consid- 
ered unnecessary in the case of com- 
panies having an adequate system of 
internal check, it is one of the most 
effective means of disclosing irregu- 
larities.” Mr. Broad interpreted this 
sentence to be an attempt on the 
part of the authors to encourage the 
practice of confirming accounts re- 
ceivable, rather than to include it as 
a definite requirement. He said, and 
the other witnesses agreed, that, de- 
pending upon the size of the com- 
pany, the number of outstanding 
accounts, the system of internal 
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check and control, and other factors, 
confirmation of accounts receivable 
may be unnecessary, desirable, or 
definitely needed. Concentration of 
a large portion of the total balance in 
a few accounts need not indicate a 
need for confirmation, he said, but 
does provide an opportunity for sub- 
stantial confirmation with relative 
ease. There was agreement that con- 
firmation becomes less important 
when it is evident that customers are 
paying promptly and regularly. 
Each witness gave his opinion as 
to the relative practicability of three 
methods of confirmation: (1) posi- 
tive confirmation of all outstanding 
accounts, (2) positive confirmation 
of a fair sample of outstanding ac- 
counts, and (3) negative confirma- 
tion of all or a fair sample of out- 
standing accounts. Mr. Broad con- 
sidered the second method as most 
practicable. The first method he 
felt was generally too expensive and 
the third relatively unsatisfactory in 
its results. Mr. Stempf felt that it 
was best to confirm positively as 
many accounts as possible. He 
agreed that negative confirmation is 
least satisfactory. Mr. Bell preferred 
positive confirmation of the larger 
accounts and a sample of the smaller 
accounts. Negative confirmation, 
he felt, is least desirable, but nega- 
tive confirmation of all accounts is 
better than positive confirmation of 
a few. Mr. Wellington preferred 
negative confirmation of all accounts 
rather than positive confirmation of 
a few. He believed positive confir- 
mation of all would provide the most 
complete basis for judgment but that 
it had the disadvantage of being 
the most expensive method. Mr. 
Lenhart preferred negative confir- 
mation as providing a better basis 
for the auditor’s exercise of judg- 
ment. Mr. Mathieson considered 
direct positive confirmation of all 
accounts to be the most satisfactory 
method. Positive confirmation of 
“a good cross-section” would be bet- 


ter than nothing, he said, but nega- 
tive confirmation has little value. 

Whether there should be confirma- 
tion of accounts receivable’ would 
depend upon the character of the 
client’s business, Mr. Horne ex- 
plained. There should be positive 
confirmation of all accounts in the 
audit of a stock-brokerage firm, but 
confirmation of the accounts of a 
large public utility would be “a 
futile waste of money,” he said. 
Positive confirmation is the most 
satisfactory method, he said, and 
the extent of confirmation would de- 
pend upon the circumstances of the 
individual case. Mr. Couchman 
agreed that decisions on the manner 
and extent of confirmation should 
depend upon the existing circum- 
stances. Positive confirmation of 
all accounts usually produces the 
best results, he said, but sampling 
may be preferred because it is less 
expensive. Negative confirmation he 
considered to be least satisfactory. 
Mr. Scovill rated the three methods 
in the following order: first, posi- 
tive confirmation of all accounts; 
second, positive confirmation of a 
fair sample; third, negative con- 
firmation. Both Mr. Klein and Mr. 
Jones testified that they preferred 
positive confirmation of all large 
accounts and of a fair sample of 
the others. Mr. Bailey rated the 
three methods as: first, positive 
confirmation of all accounts; second, 
positive confirmation of “an intelli- 
gent sampling”; and, third, negative 
confirmation of all or a large part. 
He considered that the difference 
between the three methods was not 
appreciable. 

Mr. Klein testified that he would 
examine the accounts receivable with 
a view to ascertaining whether any 
were from officers or directors. 
Asked whether he would seek to 
ascertain also whether any were 
from affiliated companies, he replied: 

“Yes, for the purpose of the type 
of balance-sheet with which we are 
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dealing, but not for all purposes. 
There should be excluded from cur- 
rent assets the balances due from 
affiliates except in rare instances 
where the affiliate is treated as an 
ordinary customer, and where the 
record clearly demonstrates that 
payments are being made as from 
an ordinary customer source, and 
where we are satisfied that the affili- 
ate is capable of so continuing to 
meet its obligations, and where, 
most important, the balance-sheet 
clearly indicates that the balance is 
from an affiliate.” 

The examination continued: 

“QO. What study or what proced- 
ure do you follow to determine who 
are affiliates? That is, how do you 
go about locating those? 

“A. Normally, that knowledge is 
not difficult to obtain. The records 
of the corporation so indicate, the 
minute books. The fact of affilia- 
tion in connection with a corpora- 
tion listed is a matter of public 
record in Moody’s and similar man- 
uals. 

“Q. You are thinking there per- 
haps of subsidiaries? 

“A. I was. 

“Q. How about around through a 
common parent, et cetera? 

“A. If you refer merely to corpo- 
rations which are not in the tech- 
nical subsidiary status, but with re- 
spect to which through relatively 
minor stock ownership or other ar- 
rangement, an economic affiliate 
status may exist, that fact, I think, 
would be disclosed if it were material 
because of the volume of business 
between the entities, the size of 
the balances. Obviously, if the fact 
of the type of affiliation we are 
discussing were overlooked and the 
item were not material, no real harm 
would be done. 

Q. I had in mind also a common 
ownership situation. For example, 
you are examining a particular com- 
pany which is the subsidiary of a 
company which has other subsidi- 


aries. How would you determine 
the names of those other cousins, 
let us call them. 

“A. If management were intent 
on concealing that relationship, the 
chances are that the present pro- 
cedure in balance-sheet examination 
would not detect the concealed fact. 

“Q. In connection with statements 
filed with the Commission, where 
the parent company has statements 
on file, would you consult those 
statements to see what subsidiaries 
were listed there? 

“A. Normally, I don’t believe that 
that is done, because it is unneces- 
sary to do it. If a question should 
arise, if suspicion were created, that 
source should not be overlooked.” 


Disclosure of Fraud 

Mr. Mathieson, while agreeing 
with the testimony of earlier wit- 
nesses that an examination made in 
accordance with the procedures out- 
lined in the bulletin, Examination of 
Financial Statements, would not neces- 
sarily disclose fraud, added that any 
fraud occurring in a period selected 
as a sample for complete examina- 
tion should be disclosed. 

Mr. Horne was asked the follow- 
ing question: 

“QO. Would you say that an ex- 
amination in accordance with this 
pamphlet should disclose fraud? I 
think you might read in that con- 
nection the second sentence of the 
second paragraph on page 10 of the 
bulletin. That sentence reads: “The 
procedure will not necessarily dis- 
close defalcations nor every under- 
statement of assets concealed in the 
records of operating transactions or 
by manipulation of the account.’ ” 

His reply and the ensuing exam- 
ination were as follows: 

“A. Yes, the phrase says it will 
not necessarily disclose defalcations, 
and of course it would not disclose 
every defalcation, but I certainly 
think that the procedure that we 
have been talking about would dis- 
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close defalcations or fraud of any 
substantial amount. 

“One might think of it as being a 
sieve that we are using. If we use a 
sieve with a coarse mesh, which 
might be the examination, why, a 
good many things would go through 
that we would never find. If we 
use a fine-mesh sieve, which would 
be our detailed audit, we would catch 
very many more such transactions, 
I think in any event that the answer 
to that would be yes, that is, that 
the examination should disclose de- 
falcations. 

“If you ask me, and I think that 
you did imply as a question, why 
that phrase was in there, I think 
I have to turn back in my mind to 
that original document on verifica- 
tion of financial statements which 
was got out in 1917. I think by that 
time there had arisen a practice that 
had come to be called the doing of 
a balance-sheet audit. I think a few 
years before that, possibly four or 
five years before that, that it was 
coming to be something of an ac- 
cepted practice to certify to the 
balance-sheet only, without a state- 
ment of income. 

“Tl think that that was not ap- 
proved by most of the better account- 
ing firms, and we were saying dur- 
ing the time that we were doing that 
kind of examinations, and I think we 
did a few of them—we were saying, 
‘Well, now, you realize this is not 
a detailed audit. This will not catch 
fraud, defalcation.’ That is the 
phrase which persisted on into this 
present edition of the bulletin, be- 
cause we were realizing that we 
were making, to revert to my figure 
of speech that I used before, that 
we were making an examination 
which might be compared with a 
course-meshed sieve and_ things 
would get through we wouldn't be 
able to catch. 

“QO. Would you say that the audi- 
tors should be satisfied as to the 
general accuracy and integrity of 


their records before signing a cer- 
tificate based on a_ balance-sheet 
examination such as is contemplated 
by this bulletin? 

“A. Certainly. We are never will- 
ing to sign our name to a report 
unless we are satisfied ourselves 
that we have formed definitely an 
opinion that we have got honest 
records, that we have worked on 
honest records, and that they have 
fairly shown the financial condition 
of the company. 

“Q. Now, within the scope of the 
examination that you do, say the 
sampling of records that you do 
examine, would the examination con- 
templated here disclose irregulari- 
ties and defalcations? 

“A. Yes, indeed. 

“Q. Within just that part of the 
record that you examined? 

“A. Yes, I was having in mind 
the limitations you put in the ques- 
tion, yes.” 

Mr. Couchman’s testimony on the 
disclosure of fraud was, in part, as 
follows: 

“A, An examination in accordance 
with this bulletin frequently does 
disclose fraud, but does not neces- 
sarily do so. 

“In other words, I think all ac- 
countants have had numerous cases 
where their procedure was some- 
what like in this bulletin, which they 
have followed and have disclosed 
frauds. In fact, I don’t recall any 
organization but what must have 
had many such experiences. 

“T know we have, but as a rule 
there is no publicity attached to 
that and the public do not become 
so much aware of it as they do in 
cases where it chances that a fraud 
is not detected... .” 

“He [the auditor] must be alert 
to [detect fraud and irregularities], 
but of course this procedure would 
not necessarily detect fraud. It was 
not intended to be so sufficiently 
specific as to do that, and even if it 
were so intended, it would not nec- 
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essarily detect fraud in the case of 


collusion. 
“For illustration, in brokerage 
work and other cases where one 


has to follow a more detailed inspec- 
tion of types of things than this, 
it does not necessarily disclose fraud 
if there is collusion among sufficient 
numbers of people. 


“Tt is also true, of course, that 
the internal check, its whole value 
is based on the fundamental idea 


that the majority of people are 
honest and the purpose is to detect 
the few cases where they may not 
be or where an error may be unin- 
tentional or may have crept in the 
record. If it so chances that out of 
the small percentage of dishonest 
people, two or more of them hap- 
pen to work in such a manner that 
one checks the other, there is a 
question of collusion which your 
credit system does not detect and 
your internal control would not nec- 
essarily detect.” 

Mr. Klein, asked whether the au- 
ditor should be alert to detect fraud 
or other irregularities, replied: 

“A. The answer is obviously yes. 
If fraud or irregularities exist, the 
auditor is obviously keenly anxious 
to make the detection. 

“The fact is that the type of ex- 
amination to which you refer fre- 
quently does detect fraud, error, and 
irregularities. 

“T have no available statistics, 
nor do I know that they exist, but 
I venture the guess that throughout 
the vear literally scores of thousands 
of errors, thousands of irregularities, 
and hundreds of frauds are detected 
by the very type of examination 
which disclaims such detection as 
either an objective or as the conse- 
quence of its procedure. 

“Moreover, I am convinced that 
knowledge that auditors will detect 
errors and irregularities when they 
examine the accounts has acted as 
a deterrent on those who otherwise 
would practise fraud and deceit. 


“May I add, gratuitously per- 
haps, that there is ample proof avail- 
able even in the publicized cases 
that the existing procedure does 
detect fraud. 

“The downfall of Krueger, one- 
time match king, resulted from a 
routine examination by American 
accountants who, in a sort of col- 
lateral matter, detected improper 
claims as to cash. The suspicion thus 
aroused may be said to have started 
the train of circumstances which led 
to Krueger’s suicide and then to the 
disclosure of his gigantic frauds. 

“While I hesitate about becoming 
personal, I believe I am justified in 
stating that the McKesson & Rob- 
bins auditors, Price, Waterhouse & 
Company, are the American auditors 
to whom I refer.” 

Mr. Bailey, asked whether an ex- 
amination in accordance with the 
Institute’s bulletin should disclose 
fraud, testified as follows: 

“A. Of course, the examination 
[outlined in the bulletin] is a test 
examination. It isn’t carried through 
to such a detailed extent that it is 
certain to disclose fraud if carried 
out, but I do feel, and it has been 
in my experience, that this type of 
test examination is ordinarily suffi- 
cient to disclose ordinary recurring 
fraud. That is particularly true of 
items that rest finally in the balance- 
sheet. 

“The examination is a test exam- 
ination that may not pick it up one 
vear but may pick it up the second 
year. 

“However, on those that have to 
do with minor defalcations, let’s say, 
that rest through the expense ac- 
counts, where the internal control 
just isn’t functioning the way it 
seems to be, the examination might 
not disclose those minor things rest- 
ing in the income and expense 
accounts. 

“Of course, vou alwavs have to 
exclude widespread collusion.” 

Mr. Jones stated his opinion that 
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such an examination should disclose 
fraud of a material character, except 
in cases involving extensive collu- 
sion. 


Appointment of Auditors 


Present Practice 

There was agreement among the 
Witnesses that up to the present 
time in most cases the prerogative 
of selecting and appointing indepen- 
dent auditors has been exercised by 
one or more of the executive officers 
of the client corporation. The point 
was made that in doing so the officer 
was in theory acting as an agent of 
the board of directors. Mr. Bailey 
said that, at least in recent years, 
the prerogative of selecting auditors 
had been exercised by the directors, 
although reappointment might be 
made by the managing officers with- 
out reference to the directors. A 
majority of the witnesses stated that 
they felt the primary responsibility 
of an auditor was not to executive 
management, but to the corporation 
as represented by the stockholders, 
or to the board of directors as repre- 
senting the stockholders. Mr. Couch- 
man testified: 

“T think an auditor’s primary re- 
sponsibility runs to his own con- 
science, to his firm and his partners 
as necessitating a thorough and in- 
dependent investigation on his part 
with as dispassionate a display as 
possible. I think that is his primary 
responsibility in order to maintain 
his independence and his own stand- 
ing in his profession. . . The 
accountant’s primary responsibility, 
I feel, is to display the facts as he 
may find them as nearly as he may 
possibly display them through finan- 
cial statements and without regard 
to whether a particular item is harm- 
ful or helpful to some group.” 


Should Present Methods Be Changed? 


There was discussion of several 
alternative methods of appointment 
of auditors, and there was agreement 


among the witnesses that appoint- 
ment by the board of directors, pref- 
erably by an audit committee of 
the board, would be more desirable 
than appointment by executives. 
Several suggested that such an audit 
committee should have a majority 
of members who are not officers of 
the corporation. It was agreed that 
appointment by directors, acting as 
representatives of the stockholders, 
would be more practicable than ap- 
pointment by stockholders directly. 
Mr. Jones, however, said that he 
believed the method of selection of 
auditors had little effect upon the 
scope or the results of an examina- 
tion. There was agreement that the 
appointment should be at the begin- 
ning, rather than at the end, of the 
vear to be reviewed, and that the 
auditors should have the privilege 
of attending meetings of stockhold- 
ers and directors to respond to 
questions of an accounting nature. 
The witnesses generally approved 
the proposal that the auditor should 
mail his report to the directors in 
advance of the meeting at which the 
report is to be considered. 

Mr. Scovill testified: 

“The only change I would recom- 
mend is that the auditor himself be 
given more power to define the scope 
of the audit. If that could be accom- 
plished, I think it would be a great 
step forward, but I believe it could 
not be accomplished without a con- 
siderable amount of education of, 
and cooperation with, commercial 
bankers, investment bankers, bodies 
such as the Securities and Exchange 
Commission, and others who could 
assist the accountants in educating 
the public to the fact that a more 
complete program, which I think 
accountants ought to demand, would 
cost more and therefore would have 
to demand a higher fee. Those two 
things work in together, but they 
are very important. That is, the 
scope is important and the fee, of 
course, incidentally is important.” 
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Mr. Broad in his testimony on this 
subject read from a prepared state- 
ment, a part of which is quoted as 
follows: 

“The securities acts place very 
substantial responsibilities on audi- 
tors and also very substantial lia- 
bilities. Nowhere, however, do they 
implement these by giving the au- 
ditors any power or authority such 
as is given by legislation in other 
countries to enable them most ef- 
fectively to meet their responsibili- 
ties. Reference to the Dominion 
companies act of Canada, for ex- 
ample, will bring out what I have 
in mind. After defining the duties 
of auditors, the act proceeds to 
specify their rights as follows: 

““Every auditor of a company 
shall have a right of access at all 
times to all records, documents, 
books, accounts, and vouchers of the 
company, and shall be entitled to 
require from the directors and off- 
cers of the company such informa- 
tion and explanation as may be 
necessary for the performance of 
the duties of auditor. 

“*The auditors of a company shall 
be entitled to attend any meeting 
of shareholders of the company at 
which any accounts which have been 
examined or reported on by them are 
to be laid before the shareholders 
for the purpose of making any state- 
ment or explanation they desire with 
respect to the accounts.’ 

“A suggestion has been made quite 
often in recent weeks that, in the 
case of listed companies, at least, 
auditors should be appointed by the 
stockholders, rather than by the 
management and should report to 
them. This is not a panacea because 
presumably under our American 
practice the stockholders, who sup- 
port the management, either by giv- 
ing them their proxies, or by voting 
for their continuance, would prob- 
ably confirm the auditor of the man- 
agement’s choice. However, if such 
a procedure resulted in the earlier 


appointment of auditors, in giving 
them additional powers, including 
the right of access to the records at 
any time, the privilege of being pres- 
ent if they thought it necessary at 
stockholder’s meetings, where the 
accounts were presented, and if no- 
tice of a proposed change of auditors 
were required to be given to stock- 
holders with a statement as to the 
reason for the change, undoubtedly 


the auditors’ position would be 
strengthened. 


“An alternative, and perhaps pref- 
erable, procedure, which has been 
suggested and which has many of 
the same advantages, would be to 
have the auditors selected by the 
board of directors, as representatives 
of the stockholders, the appointment 
to be made at the board meeting suc- 
ceeding the annual meeting. 

“The method adopted under the 
New York banking laws of appoint- 
ing a committee of directors, other 
than officers, to take responsibility 
for audit matters has much to com- 
mend it. The auditor’s report should 
be made to the board, or the com- 
mittee of the board, as representing 
the stockholders, and the auditors 
should have the right to appear at 
board meetings at which their report 
is presented if special circumstances, 
in their opinion, warrant it. If their 
appointment for the succeeding year 
is not renewed, the board should 
report to the commission the reasons 
for the same, and the auditors should 
also have the privilege of presenting 
their side of the case. 

“Some plan might well be devel- 
oped by which the auditors would 
have closer contact with boards of 
directors in other respects. They 
might be requested to attend meet- 
ings of the board at which matters 
relating to the accounts are to be 
considered. Closer contacts of this 
nature would, I believe, be advan- 
tageous to both the directors and the 
auditors and would lead to a closer 
understanding of mutual problems.” 
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Rotation of Auditors 

The majority opinion among the 
witnesses was that rotation of au- 
diting firms serving a particular com- 
pany would have disadvantages out- 
weighing any theoretical advantages. 
Attention was called particularly to 
the greater expense of a first audit 
and to the fact that an auditor in 
the course of time gains familiarity 
with a company’s history and meth- 
ods which enables him to render 
valuable services not otherwise pos- 
sible. Mr. Wellington took a dif- 
ferent position, stating that rotation 
at intervals of from three to five 
years might be advantageous to 
both client and auditor. Mr. Klein 
agreed with Mr. Wellington. 

Mr. Jones testified on this subject 
as follows: 

“In my opinion any arbitrary re- 
quirement that corporations rotate 
auditors at frequent intervals would 
be highly undesirable. 

“\Vhen a job is undertaken for 
the first time, considerable work is 
required which does not have to be 
repeated in following years, but 
which does have to be done by each 
new accountant. We build up per- 
manent files to carry along important 
information from year to year, such 
as data with respect to significant 
contracts, duties of officers, partners, 
by-laws, basis of carrying of physi- 
cal assets, content of the surplus 
accounts, and a host of other matters 
which, once obtained, don’t have to 
be dug up the second time. 

“The benefits of bringing new 
viewpoints to bear upon the job are 
obtained by rotating the accountants 
on the assignment from time to time, 
but all members of the staff have 
the benefit of the permanent files 
which are available on each assign- 
ment. 

“This rotation of staff men not 
only avoids loss and expense, but 
enables the accountant to obtain a 
thorough understanding of the 
client’s business over a number of 


years; that is, in the way I have 
just mentioned.” 

Mr. Klein made 
statement: 

“To respond to this question, it 
seems to me that emphasis should 
be placed upon the varying func- 
tions of the independent accountant: 
his services in connection with taxes, 
his services by way of system instal- 
lation, criticism and revision of 
systems, and in various consultative 
capacities. In these fields no public 
interest is involved and there are 
undoubtedly sound and convincing 
reasons—economy, familiarity, con- 
fidential relationship—for continu- 
ance of the accountant in the en- 
gagement. 

“Now, a few words as to the serv- 
ice which consists of rendering a 
report which will be read and relied 
upon by others than management, 
for example, by stockholders, pro- 
spective investors, credit grantors. 

“It is a salutary rule which causes 
a judge to disqualify himself in a 
case where friends or relatives are 
party litigants. Independence con- 
notes freedom from entangling alli- 
ances, of such entanglements as are 
associated with friendship on or off 
the golf course, blood relationship 
or financial stake. Even in the rela- 
tionship between the physician and 
his patient, when the matter is im- 
portant we insist upon a certificate 
or statement from independent 
physicians. 

“T believe it is a tribute to the 
fundamental honesty and integrity 
of the certified public accountant 
that, despite the closeness of con- 
tact and intimacy of relationship be- 
tween him and his client which some- 
times exist, his reports are never- 
theless objective and impartial. 

“There are instances, however, 
where a victim cannot be blamed 
for suspecting that the type of rela- 
tionship to which I have referred 
may have been a contributing cause 
in the issuance or utterance of a 


the following 
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disingenuous statement or certifi- 
cate. Unfortunately, there are in 
the files of the S.E.C. a very few 
samples of such statements and cer- 
tificates issued by independent ac- 
countants who enjoy the highest 
repute. 

“Where the public interest is sub- 
stantial and where ownership relies 
to a great extent on nonownership 
management, all theoretical ap- 
proaches (and surely a priori reason- 
ing) indicate that, despite inevitably 
increased costs, rotation should be 
favored of accountants who certify 
to annual statements. 

“Tf there is such rotation, it should 
not be alternation between two ac- 
counting firms, but the rotation 
should be radical and complete. 

“Tentatively it is suggested that 
consideration should be given to the 
wisdom of providing that such ac- 
countants should serve for not more 
than three consecutive years and for 
not more than three years during 
any ten-year period.” 


Natural Business Year 

There was unanimity among the 
witnesses that more general adop- 
tion of the natural business year 
would aid the auditor greatly in the 
performance of his duties by spread- 
ing his work more evenly through 
the year, enabling him to maintain 
a more constant staff, and attract- 
ing to his staff men of greater ability. 
Fewer temporary men would be re- 
quired and the cost of audits could 
be reduced, they said. Credit grant- 
ors, government authorities, and 
others using audited statements 
would also be benefited by the adop- 
tion of the natural business year, it 
was testified. ; 

Mr. Broad pointed out that, at the 
end of the natural business year “in- 
ventories, accounts receivable, and 
accounts payable are normally lower 
and the company is usually in its 
most liquid position, so that state- 
ments based on a relatively larger 


proportion of completed transactions 
could be prepared in which the ele- 
ments of judgment and estimate 
would be minimized.” 

Mr. Wellington stated that the 
adoption of the natural business year 
would contribute as much, and per- 
haps more, than any other one change 
toward improving auditing practice. 

Mr. Scovill’s testimony on the ad- 
vantages of the natural business year 
was as follows: 

“Q. Would it be desirable for busi- 
ness to adopt a natural business 
year? 

“A. I think that would help a great 
deal. 

“Q. In what ways would it assist 
in a better audit program and com- 
pletion of better auditing work? 

“A. It would undoubtedly enable 
the auditing staff to approach their 
work with greater care; probably 
their minds would be in better work- 
ing order if they were not doing the 
audit during the rush season, which 
is a heavy strain on the nervous and 
muscular energy of an auditor. 

“It would permit a more accurate 
verification, I believe, of many of the 
items in the balance-sheet, because 
they would not be as large, especially 
inventories, and receivables, which 
are very important factors, time-con- 
suming factors in an audit. It would, 
doubtless, give the client’s staff an 
opportunity to do a better job of 
taking inventory and pricing it, be- 
cause the client’s staff in a natural- 
business-year end would not be as 
busy as they are, in some cases, now, 
on December 31st. I could go on and 
enumerate many other reasons be- 
cause I have studied that subject to 
some extent. 

“Q. I will be glad to have you 
enumerate any further ones that 
come to your mind at this time. 

“A. Of course, there are advan- 
tages to the credit departments of 
banks who, in large banks, might 
have men assigned to specific indus- 
tries, and by adopting a natural busi- 
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ness year in a given industry the 
concerns in that industry will have 
their balance-sheets drawn up as of 
the same date, to enable the special- 
ists in the larger banks to make a 
little better comparison; probably 
they could spend more time in such 
comparisons, also, if they did not 
receive so many of those reports at 
the end of the year. 

“Q. Have you made any analyses, 
or had any analyses made by indus- 
tries to determine whether a substan- 
tial deduction in the peak load of 
auditors might be accomplished in 
this way? 

“A. Oh, yes, several analyses have 
been made. I, personally, have 
helped in some of them in the prep- 
aration of one of the bulletins of the 
University of Illinois. I didn’t do 
that myself. The man was here a 
few minutes ago who really did that 


work. I directed and suggested that 
he do it. But that was only one 
study. There have been a number 


of other studies since that time and 
probably a few before; many sug- 
gestions before but very few, if any, 
studies of the matter by industries. 

“©. These studies indicate what 
might be determined the preferable 
date for closing for various types of 
industries? 

“A. Yes, that’s right.” 


Accepted Accounting Principles 

The question was asked of each 
witness whether, looking at present- 
day auditing procedure in general, 
he would say that it is mostly con- 
cerned with determining that gen- 
erally accepted accounting principles 
and conventions have been followed 
in the accounting records of the 
company. 

Following are excerpts from the 
responses: 


Mr. Broad 


“In a large organization with many 
subsidiaries, a lot of intercompany 
transactions, intercompany holdings 


of securities, minority interests, and 
so forth, there is required a great deal 
of skill in the process of consolidation 
and a large part of the time of the 
top man (supervisor of the audit) 
is probably spent in accounting as 
distinct from auditing.” 


Mr. Wellington 


“T think that it [determining that 
generally accepted accounting prin- 
ciples and conventions have been fol- 
lowed in the acounting records of 
the company] is the principal func- 
tion of the independent accountants, 
as contrasted with the controller or 
other accountants employed by the 
company.” 


Mr. Stempf 


“Present-day accounting and au- 
diting procedure is concerned with a 
great many other matters. If the 
question, however, were limited to 
the examination of financial state- 
ments of listed companies for the 
purpose of the annual report to be 
sent to stockholders it would be cor- 
rect to say that the chief function of 
the audit is to determine that the 
financial statements are fairly based 
upon the consistent application of 
generally accepted accounting prin- 
ciples and conventions.” 


Mr. Bell 

“No. I think that’s rather too re- 
stricted. The company could follow 
generally accepted accounting prin- 
ciples and conventions and still make 
many errors unless one should say 
that, in accounting principle, no er- 
rors should be made. In _ other 
words, it is an important function of 
the accountant to discover material 
errors and, although there is a ten- 
dency to relegate it to a minor 
position these days, to detect fraud. 
It seems to me that entirely too much 
emphasis has been put upon the 
change of the functions of account- 
ants in that.” 
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Mr. Lenhart 


“T think that it [auditing practice] 
is concerned with two things of equal 
importance: first, that the amounts 
stated are fairly stated, or accurately 
stated as nearly as can be determined 
from an examination of the scope 
made; and, second, that the state- 
ments are prepared in accordance 
with the accepted principles. I think 
that either one of those things with- 
out the other would result in state- 
ments which are unreliable. State- 
ments which are accurate, but pre- 
pared in accordance with poor prin- 
ciples, would certainly be mislead- 
ing, while statements that may be 
prepared in accordance with good 
principles, but which are not accur- 
ate, would be unreliable.” 


Mr. Mathieson 


“Yes, I think that would be prob- 
ably true. The detailed audit has 
passed with the intricacies of busi- 
ness and problems that have arisen 
in business. Today the development 
has been such that control of pro- 
cedures and a checking of the means 
of seeing that those controls are 
effected is more the thing done than 
a detailed audit of individual trans- 
actions.” 


Mr. Horne 


“Present-day auditing procedure is 
directed toward ascertaining that 
correct (and generally conservative) 
accounting practices have been fol- 
lowed by the business that is being 
audited. Correct accounting prac- 
tices are those that protect the assets 
and provide accurate analyses of 
the business operations.” 


Mr. Couchman 


“If I grasp your question as now 
worded [‘Is auditing concerned prin- 
cipally in seeing to it that generally 
accepted accounting principles have 
been followed, as distinguished from 
seeing to it that the transactions and 


assets of the business are authentic 
and in accordance with the actual 
facts?’], I would say that both are 
essential in the accountant’s work.” 


Mr. Scovill 


“Well, I am not sure of that. It 
would appear that that is the case if 
one were to confine attention solely 
to the surface statements, statements 
that appear on the surface in the 
bulletin, because many of them do 
seem to deal with accounting prin- 
ciples, rather than auditing proced- 
ure and obtaining of evidence. In 
my opinion the obtaining of evidence 
is one of the very important items in 
auditing, and the selecting of evi- 
dence and the judging of evidence.” 


Mr. Klein 

“Tf I said ‘yes,’ I think that would 
rank a perfect mark in a C.P.A. ex- 
amination, but I don’t think it would 
be true. 

“The purpose, in my opinion, is to 
ascertain the true financial position 
and operating results. As a means 
to this essential end, but only as one 
of the means thereto, it is ascertained 
that generally accepted accounting 
principles are observed and that they 
have been consistently applied. I 
think in the question the emphasis is 
upon the wrong element.” 


Mr. Bailey 


“T think the emphasis is still on the 
authenticity of the accounts, the fair- 
ness of the presentation, but certainly 
there is increasing emphasis on the 
accounting principles or practices 
and the conventions.” 


Mr. Jones 


“The determination that accepted 
accounting principles and conven- 
tions have been followed is an im- 
portant phase of the audit, but it 
cannot be said that auditing proced- 
ure is mostly concerned with that.” 
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Meaning of Certificate 


Use of Standard Form 


Each of the witnesses was asked 
whether or not it was his practice 
to use a certificate, or report, in gen- 
eral conforming to the standard form 
set forth, with explanatory notes, in 
the bulletin, Examination of Financial 
Statements, as follows: 


“To THE XYZ ComPANy: 

“\WWe have made an examination of 
the balance-sheet of the XYZ Com- 
pany as at December 31, 1935, and of 
the statement of income and surplus 
for the year 1935. In connection there- 
with, we examined or tested account- 
ing records of the company and other 
supporting evidence and obtained in- 
formation and explanations from of- 
ficers and employees of the company ; 
we also made a general review of 
the accounting methods and of the 
operating and income accounts for 
the year, but we did not make a 
detailed audit of the transactions. 

“In our opinion, based upon such 
examination, the accompanying bal- 
ance-sheet and related statement of 
income and surplus fairly present, in 
accordance with accepted principles 
of accounting consistently main- 
tained by the XYZ Company during 
the year under review, its position 
at December 31, 1935, and the re- 
sults of its operations for the year. 


Notes 


“1. It is contemplated that, before 
signing a report of the type sug- 
gested, the accountant will be 
satisfied that his examination 
has been adequate and in 
conformity with the principles 
outlined in this bulletin. 


“2. The report should be addressed 
to the directors of the company 
or to the stockholders, if the 
appointment is made by them. 


“3. The statement of what has been 
examined would, of course, con- 


form to the titles of the accounts 
or statements reported upon. 


“4, In the second sentence, any spe- 
cial forms of confirmation could 
be mentioned: e.g., ‘including 
confirmation of cash and securi- 
ties by inspection or certificates 
from depositaries.’ 

This certificate is appropriate 
only if the accounting for the 
year is consistent in basis with 
that for the preceding year. If 
there has been any material 
change either in accounting prin- 
ciples or in the manner of their 
application, the nature of the 
change should be indicated. 


“6. It is contemplated that the form 
of report would be modified 
when and as necessary to em- 
body any qualifications, reserva- 
tions or supplementary expla- 
nations.” 


on 


Six of the witnesses, Messrs. 
Broad, Wellington, Stempf, Lenhart, 
Couchman, and Jones, answered 
simply that they used the form pre- 
sented in the bulletin. Mr. Mathie- 
son testified that on registration 
statements for filing with the S.E.C. 
he used a form which was very simi- 
lar. Mr. Bell said that he used a 
modified form with the second sen- 
tence reading as follows: “In con- 
nection therewith we made a review 
of the accounting methods and ex- 
amined or tested accounting records 
of the company and other supporting 
evidence in a manner and to the 
extent which we considered appro- 
priate in view of the system of in- 
ternal accounting control.” In ex- 
planation, he testified: 

“A... . It will be noticed that we 
do not say that we have obtained in- 
formation and explanations from the 
officers and employees of the com- 
pany, and we do not say that we did 
not make a detailed audit of these 
transactions. In the last paragraph 
we omit the words ‘during the year 
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under review’ as applying to the con- 
sistency of application of accepted 
principles, believing that this may 
be misunderstood to mean that it 
was consistent only during the year. 

“Q. As to the first of your changes, 
that is, in the second sentence of the 
certificate, could you indicate the 
reason why you leave out the phrase 
‘obtained information and explana- 
tions’? 

“A. Because we think that it just 
clutters up the certificate and does 
not help us any. 

“Q. And how about the phrase 
‘Did not make a detailed audit’? 
What is your reason for omitting 
that? 

“A. Because we think it is more 
pointed for us to say that we made 
such an examination, that we con- 
sidered appropriate, in view of the 
system of internal accounting con- 
trol and, having stated that, we think 
it isn’t very sensible to say that we 
did not make a detailed audit. As 
a matter of fact, it is barely possible 
that to do that possibly we might 
have had to make pretty nearly a 
detailed audit. 

“QO. In some cases? 

‘> Tea” 

Mr. Horne replied to the question 
by saying that in general he used the 
form set forth in the bulletin, and 
testified in explanation as follows: 

” I think that that’s the 
fairest answer to make now. I do 
not, nor do any of us in our organiza- 
tion, feel any obligation to adopt, 
with the uniformity that I know 
some accountants think should be 
adopted, this specific form of cer- 
tificate. 

“For instance, that terminal 
phrase, in, I think it is the first para- 
graph, ‘but we have not made a de- 
tailed audit of the transactions.’ 
Now, we use that sometimes, but 
very often we do not use it, because 
we have made what we believe to be 
a detailed audit of the transactions, 
and I must say here, if I am to be 


altogether candid about that, that 
I have read certificates in which the 
accountant has said, ‘We did not 
make a detailed audit of the trans- 
actions,’ and I have said to myself, 
‘And why not?’, because when busi- 
nesses are so small that it is quite 
out of the question to have what 
anybody could seriously consider as 
an adequate system of internal check 
and control, then I think a detailed 
audit is just about required. But I 
say that that is in cases where the 
company, the business, is small.” 

Mr. Klein’s answer to the question 
was as follows: 

“A. We did for quite a while. 
About a year ago we began to modify 
it, primarily by stating expressly that 
the examination, the extent of it and 
the tests were ‘in the manner and 
to the extent that we deemed ade- 
quate in view of the system of in- 
ternal control.’ 

“And the explanation of that 
change is found in the fact that I had 
come gradually to the conclusion 
that bankers and other credit grant- 
ors and investors were somewhat 
uncertain as to whether the lan- 
guage of the certificate meant what 
was claimed for it or whether weasel 
words were being used. 

“T came to the conclusion, because 
I made the decision in my firm, that 
if these words meant what the quo- 
tation I have just given you meant, 
we might as well use the quotation, 
and that is what we are now doing.” 

Mr. Bailey said that he used a 
somewhat different form, departing 
from the standard form in the opin- 
ion paragraph. Explaining, he said: 

“A... . We thought the standard 
certificate was not definite enough 
as to consistency and was unwieldly 
if exceptions were required. Accord- 
ingly, we use two sentences for our 
opinion and state definitely that the 
statements are on a basis consistent 
with the preceding year. We have 
left out the phrase, ‘maintained by 
the company,’ because it seems un- 
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necessary without wording as to con- 
sistency. I personally, and some of 
my associates, have a preference for 
adding additional data as to the 
scope of our work or specific expres- 
sions of opinion on certain points, 
but that is purely a matter of taste 
in certain cases.” 


Function of the Certificate 

Asked what he understood to be 
the function of the accountant’s cer- 
tificate, Mr. Broad replied: “To 
express the informed opinion of one 
skilled in accounts, that the accounts 
are fairly stated, and in accordance 
with accepted accounting principles, 
and that he has made the tests of the 
relative assets, income items, in ac- 
cordance with accepted auditing pro- 
cedures.” With this, the other wit- 
nesses were in substantial agreement. 
Several witnesses were asked 
whether, in their opinion, the impres- 
sion which the accountant intended 
to convey by his certificate was 
properly understood by readers of 
financial statements. Following are 
their answers: 


Mr. Wellington— 

“T think the general public has 
not a proper opinion as to what it 
means. I think many directors un- 
fortunately don’t realize of what the 
work consists, and just what the ac- 
countant has or has not done and 
for what he can or cannot take re- 
sponsibility. I wonder in many 
cases whether there is any one except 
possibly the controller that does ap- 
preciate just the significance of the 
wording in the certificate.” 


Mr. Bell— 

“T think probably not. I think that 
there is a very considerable portion of 
the public anyway that takes the ac- 
countant’s certificate more or less as 
a warranty for more than what it 
purports to be. We get evidence of 
that every now and then. I think 
there has been a lot of evolution and 


education in that respect, but I am 
afraid that there is still a lot of 
misunderstanding about accountants’ 
certificates.” 


Mr. Scovill— 

“T am sorry to say I think it is not. 
As I have followed through a num- 
ber of cases that have been before 
the public in the last thirty years, I 
think we find numerous instances in 
which the public, even good bankers 
—investment bankers, commercial 
bankers—have taken the certificate 
to mean that everything is all right, 
that the audit has been complete, 
everything is satisfactory. They 
have not taken time to consider the 
qualifications in many cases, nor to 
read the report in which there might 
be some very pertinent comments, 
even in the form of exceptions.” 


Scope of Examination 


The witnesses were asked: “Is it 
your understanding that the second 
sentence [of the certificate] is in- 
tended to be a reasonably compre- 
hensive statement as to the scope 
of an examination in conformity with 
the bulletin?” Each gave an affirma- 
tive answer, except that Mr. Bailey 
testified as follows: 

“I don’t think it is particularly 
comprehensive or definite. I think it 
is a conventional wording intended 
to be used for such an examination 
as is contemplated by the bulletin, 
but before the wording can be really 
useful I think there must be a wider 
appreciation of that particular con- 
vention. I think we accountants may 
find that the difficulty of a common 
understanding on that sentence is 
great, so great that we may find it 
advisable to make the scope para- 
graph more definite.” 

In response to a question as to 
whether or not the accountant’s cer- 
tificate should indicate any material 
omission from the program outlined 
in the bulletin or any limitation con- 
tained in the audit engagement, the 
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witnesses were in substantial agree- 
ment that such omissions or limita- 
tions should be noted if of sufficient 
importance. It was pointed out that 
omissions or limitations so serious 
as to impair the adequacy of the 
examination might result in the ac- 
countant’s not issuing a certificate 
or his withdrawing from the engage- 
ment. 


Consistency 

Another question was: “What lan- 
guage in the certificate indicates that 
there has been no material change 
either in accounting principles fol- 
lowed or in the manner of their ap- 
plication compared with the preced- 
ing year?” Each of the witnesses 
pointed out the words, “in accord- 
ance with accepted principles of 
accounting consistently maintained 
by the XYZ Company during the 
year under review.” They were in 
agreement that a change in the 
phraseology of the certificate to 
clarify this meaning would be desir- 
able. Some of the witnesses testi- 
fied that it had been their practice 
to modify the standard form so as to 
eliminate any possible doubt that 
the phrase in question meant con- 
sistency with the preceding year. 


Qualifications and Explanations 
According to the introduction to 
the form of accountant’s certificate, 
or report, which appears at the bot- 
tom of page 40 of the bulletin, 


Examination of Financial Statements, 
matter may be included in the report 
or in the statements for the purpose 
of being “merely informative,” or to 
state limitations on the scope of the 
accountant’s work, or to “indicate 
dissent from particular practices of 
the company.” Each of the wit- 
nesses was asked how the reader is 
to determine, as to particular matter, 
which of these purposes is intended. 
Principal reliance, it was agreed, 
must be placed on definite and un- 
ambiguous language, and account- 
ants should endeavor to make any 
such statements clearly intelligible. 
It was also generally agreed that 
statements made for information 
may appear in the financial state- 
ments, in footnotes to the financial 
statements, or in the accountant’s re- 
port. Several witnesses pointed out 
that statements appearing in the 
body of, or in footnotes to, the finan- 
cial statements are representations of 
the client, not of the accountant. 
Qualifications or dissents from the 
client’s practices should appear in 
the second, or opinion, paragraph of 
the certificate, according to most wit- 
nesses, while explanations as to the 
scope of examination or disclaimers 
of responsibility for particular items, 
without dissent, should appear in the 
first, or scope, paragraph. Several 
witnesses said that improvement in 
the method of stating such explana- 
tions or qualifications would be de- 
sirable. 
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